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1

a
Prologue

Hope doesn’t come easy in Cleveland. You can see that on Chester Avenue, a 
hard-luck street spanning the leafy East Side suburbs and downtown Cleveland. 

A drive down Chester goes through Hough, one of Cleveland’s poor neighborhoods, 
then courses through a midtown corridor with nondescript offi ce buildings and vacant 
lots before ending up downtown. Still, every time we drove down Chester Avenue in 
the late 1990s to teach at Cleveland State, we felt a sense of hope. New homes were 
rising in Hough on lots once scarred by riots. The furnaces of the old LTV steel plant 
were fi ring, and the river that had once caught on fi re had returned to its natural state. 
It looked like Cleveland might be shedding its reputation as a postindustrial wasteland 
after all. 

That hope turned out to be fragile. Around 1999, we started hearing the term 
predatory lending. Lawyers and community organizers related incidents of mortgage 
brokers and lenders who duped homeowners with exorbitantly costly loans. These 
stories multiplied and so did Cleveland foreclosures. Eventually, Cleveland became 
the epicenter of the subprime crisis and the poster child for all that went wrong in the 
home mortgage market. 

During Cleveland’s Gilded Age, Chester Avenue, with its elegant homes and 
churches, mirrored the city’s wealth. It was an address to have. After World War II, 
however, Chester Avenue went into decline as whites fl ed to the quiet of the suburbs, 
spurred by “block busting” realtors. Landlords carved the grand Chester homes into 
cramped apartments that they rented—often at outrageous prices—to blacks, who 
had moved north in search of prosperity and jobs. Over time, Hough’s residents came 
to struggle with unemployment, discrimination, poverty, and crime. In the summer of 
1966, six nights of riots left Hough a burned-out shell.

By the early 1990s, Chester Avenue was a depressing sight. Hough was strewn 
with empty lots and boarded-up drug houses. Crime plagued the streets, and fi re-
fi ghters torched vacant apartment buildings to practice extinguishing fi res. Over half 
of Hough’s children dropped out of school, and unemployment soared to 83 percent. 
Banks shunned Hough, and the neighborhood languished from years of disinvestment 
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and neglect. Chester, once the emblem of Cleveland’s glory, had become a symbol of 
the city’s hard luck. 

But change was in the offi ng. In 1994, the Clinton administration injected mil-
lions of dollars into Cleveland for urban development, and the city started revitalizing 
Chester Avenue block by block. The city razed abandoned buildings, sold empty lots 
to urban homesteaders, and helped them secure construction loans to build. Police, 
fi refi ghters, and other city workers bought homes in Hough, enticed by generous tax 
abatements. New townhouses sprung up, and President Clinton cut the ribbon for the 
fi rst new inner-city shopping center in Cleveland in years. Closer to downtown, sleek 
new glass and steel buildings replaced some of the vacant, weed-fi lled lots. To every-
one’s astonishment, even a few McMansions graced Chester Avenue.

In 1999, we attended a conference, in a drab, stuffy auditorium in downtown 
Cleveland, where Stella Adams, a rousing community activist from North Carolina, 
described, in stark detail, loan abuses she was seeing in her state. Riveted, we nodded 
in recognition. We, too, had been hearing about rapacious loans. Activists and govern-
ment offi cials told us about lenders who refi nanced zero-interest Habitat for Human-
ity loans into loans with high fees and interest rates of over 15 percent. Mortgage 
brokers were going door-to-door in neighborhoods with modest homes and persuad-
ing homeowners to take out loans that they could not afford. Foreclosure rates were 
starting to rise. It seemed that just when property values were going up in Cleveland, 
lenders and brokers were showing up to extract borrowers’ wealth. 

In that instant, we knew we would tackle the problem of subprime lending. 
We understood how unethical mortgage brokers could charge infl ated commissions. 
But we could not fathom why lenders would make loans that borrowers could not 
afford to repay. Foreclosures yield about fi fty cents on the dollar. So why would 
lenders do business when the endgame was foreclosure? We set out to answer this 
question.

Little did we know that our quest would consume us for the next ten years. We 
certainly had no idea that bad loans in Cleveland would ultimately play a role in freez-
ing world credit markets and pushing the United States into a recession. Even more 
absurd was the notion that subprime loans would prevent a small town in Norway 
from paying its municipal workers or cause the cost of sawdust to rise 25 percent. But 
all this happened, and this book explains how.

When we started digging for explanations for why lenders were making loans that 
were doomed to fail, we tripped upon a whole new mortgage market—the subprime 
market—that offered loans that were strikingly different from traditional “prime” 
loans. What we saw resembled the wild West. Subprime interest rates were sometimes 
double the rates on prime loans. Closing costs on one loan alone could add up to tens 
of thousands of dollars. Borrowers could not lock in their interest rates, and lenders 
pulled bait-and-switch scams at closings. 

During the 1990s, the subprime market had a subterranean existence that was 
barely apparent to middle-class whites. Lenders marketed these loans to people who 
had been turned down for credit in the past because of discrimination or bad credit 
or both. This meant people of limited means and people of color. Subprime lenders 
plied racially mixed neighborhoods with credit, posting ads on telephone poles and 
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billboards. Mortgage brokers, the foot soldiers of the subprime industry, hawked shady 
loans door-to-door. 

On the surface, what we observed reeked of old-fashioned loan sharking. But when 
we looked more closely, we found a highly institutionalized industry. Even in the 1990s, 
some subprime lenders were bank affi liates with names that obscured their ownership 
ties to banks. Other subprime lenders were independent, publicly traded companies. 
Wall Street was also heavily implicated as the major fi nancier of subprime loans. 

Initially, one of our challenges was to explain how subprime lending had gotten 
its start. Throughout the 1980s, the problem was lack of credit, not abusive loans. 
Banks were redlining inner-city neighborhoods, and blacks and Hispanics had dif-
fi culty getting loans. People with poor credit or low savings could forget about getting 
a mortgage. 

So why did easy credit arrive on the scene in the 1990s? We discovered that the 
mortgage industry had undergone a radical transformation. Previously, one lender had 
done it all: solicited loan applications and underwritten, funded, and serviced loans. 
Then subprime securitization—a novel technique on Wall Street for fi nancing loans—
transformed the market. Rather than have one entity serve all the functions related to 
loans, securitization led to the evolution of a lending food chain that involved entities 
from mortgage brokers and lenders, to investment banks and rating agencies, each of 
which collected upfront fees and passed the risk of a bad loan down the line, ultimately 
stopping with investors.

Although we came to understand why lenders made subprime loans, there was 
still the question why borrowers would enter into these loans. This query led us into 
the fi eld of behavioral economics. Borrowers bring psychological biases to their deci-
sion-making and sometimes act in ways that are not rational. Brokers and lenders, in 
turn, exploit borrowers’ irrationality by offering baffl ingly complex products and using 
clever marketing techniques. 

Another puzzle was why competition did not drive down the price of subprime 
loans. There was compelling evidence that borrowers who would have qualifi ed for 
cheap prime loans received high-cost loans, which suggested that subprime loans were 
overpriced. When we looked into this phenomenon more closely, we found that sub-
prime lenders competed to lock borrowers into loans instead of trying to underprice 
each other. Their goal was to pinpoint likely borrowers before their competitors did 
and quickly induce them to agree to loans with onerous terms. The complexity of 
subprime loans helped brokers and lenders snare their prey, by making comparison 
shopping diffi cult. As long as this system worked and generated high fees, there was 
no reason for a subprime lender to break free from the pack and try to undercut the 
competition on price. 

The pieces of the puzzle were still not complete, however. Investors were purchas-
ing bonds backed by subprime loans, enthused by their high returns. As we tried 
to understand their investment decisions, we realized that, in many ways, subprime 
investors and borrowers were in parallel situations. Subprime mortgage-backed bonds 
are complex instruments that rarely trade publicly. It is diffi cult and costly to calculate 
the risk of the underlying loans and thus the value of the bonds. 

Given these complexities, many investors relied on rating agencies’ grades of the 
quality of mortgage-backed bonds, in the belief that investment grade bonds were 
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good investments. Investors, big and small, also took advice from sophisticated bond 
dealers who recommended subprime bonds. Ultimately, investors’ unrealistic expec-
tations and greed, coupled with the impossibility of valuing the actual investments, 
caused them to take on risks they did not appreciate.

During the Clinton administration, we began crafting a proposal to remedy abuses 
in the subprime market. Our work built on the efforts of many who went before 
us, including Bill Brennan, Jim Carr, Kurt Eggert, Daniel Ehrenberg, Ira Goldstein, 
Dan Immergluck, Cathy Lesser Mansfi eld, and Patricia Sturdevant.  The landmark 
treatise by Kathleen Keest and Elizabeth Renuart, The Cost of Credit, served as our 
guide as we parsed the maze of lending laws. Writings by housing economists such 
as George McCarthy, Roberto Quercia, Anthony Pennington-Cross, Susan Wachter, 
John Weicher, and Peter Zorn also infl uenced our work.

In spring 2001, at a Federal Reserve Board conference in Washington, D.C., we 
unveiled our proposal to tackle abusive loans, borrowing from legal principles in the 
securities world.1 When people buy securities, the law requires brokers to recom-
mend only securities that are suitable to their customers’ circumstances and goals. 
There is no comparable protection for home mortgages, even though most Amer-
icans’ single biggest investment is their home. It seemed unfair to protect investors 
more than homeowners, especially when people have so much of their wealth tied 
up in their homes. So we proposed that lenders and brokers who make subprime 
loans should only recommend loans that are suitable given borrowers’ individual 
circumstances. 

In the banking world, proposals like ours were greeted with derision. The man who 
eventually became the chief regulatory risk manager for National City Corporation 
expressed merriment at our proposal. A senior offi cer at one of the nation’s largest 
banks called suitability our “little red wagon.” When we presented our proposal at a 
national banking conference, some attendees audibly heckled.

Still, there was a sense during the Clinton administration that legal reforms were 
possible. Ellen Seidman proposed strong anti-predatory lending regulations for thrifts 
as director of the Offi ce of Thrift Supervision. Donna Tanoue, the chairman of the 
Federal Deposit Insurance Corporation, publicly pointed out the dangers of the 
subprime securitization machine. The Federal Trade Commission under President 
Clinton brought a spate of high-level enforcement actions against alleged predatory 
lenders. The Department of Justice settled a series of landmark lending discrimination 
lawsuits. Ruth Clevenger and others in the Federal Reserve System actively champi-
oned research, including ours, on the problems with abusive subprime loans. In 2001, 
the Federal Reserve Board even amended its regulations to stamp out abusive practices 
in the costliest subprime loans.

The real action was happening, however, at the local level. Rumblings about abu-
sive loans in cities and states sparked a movement for anti-predatory lending laws, 
with North Carolina taking the lead. Thanks to the efforts of Stella Adams, Martin 
Eakes, and others, North Carolina passed the fi rst comprehensive state anti-preda-
tory lending statute in 1999. Over pitched opposition from the lending industry, the 
credit-rating agencies, and worst of all the federal government, the majority of states 
would follow suit in years to come. 
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Once the George W. Bush administration settled in, the door slammed shut on 
any hope of federal reforms. At fi rst, the policy shift took the form of federal inac-
tion. Ellen Seidman’s successor as the director of the Offi ce of Thrift Supervision 
unceremoniously canned Seidman’s proposal. At the behest of Bush administration 
appointees, the Federal Trade Commission, with one notable exception,2 brought 
enforcement actions for abusive mortgage lending to a halt. A veil of silence descended 
over the lending discrimination unit at the Justice Department’s Civil Rights Division. 
Over on Capitol Hill, Congressmen Paul Kanjorski and Bob Ney (who was later con-
victed in connection with the Jack Abramoff lobbying scandal and forced out of offi ce) 
successfully waged a fi ght to block enactment of a meaningful federal anti-predatory 
lending law. Senator Phil Gramm, the man who brought us the Gramm-Leach-Bliley 
Act and deregulated credit default swaps, claimed that predatory lending could not be 
defi ned, so it could not be addressed.3

The Bush administration knew that it had to maintain some semblance of 
concern about predatory lending for the sake of political credibility. Consequently, 
the federal government pushed for fi nancial literacy and consumer education. Finan-
cial literacy, according to Federal Reserve chairman Alan Greenspan and other 
federal offi cials, would empower consumers without limiting their freedom of 
choice. More window dressing than anything, the fi nancial literacy campaign did 
not amount to much. Indeed, in 2004, the General Accountability Offi ce concluded 
that federal consumer education initiatives were “of limited effectiveness in reducing 
predatory lending.”4 Suffi ce it to say, those initiatives did not stop the subprime 
crisis.

Further, the Bush administration’s fi nancial literacy campaign betrayed a punitive 
attitude toward ordinary Americans that fi t comfortably with its laissez-faire ethos. 
Behind these programs lurked the insidious question: why should the government 
protect people from the consequences of their bad decisions if they refuse to compar-
ison-shop for subprime loans? The debate was couched as a morality play: should the 
government halt fi nancial exploitation or should individuals be solely responsible for 
harm that befell them? 

During the George W. Bush administration, we personally experienced resistance 
to reform during our encounters with federal banking regulators and the Federal Trade 
Commission.  Alan Greenspan at the Federal Reserve was refusing to regulate sub-
prime lending, saying, “We are not skilled enough in these areas and we shouldn’t 
be expected to [be].”5 For part of that period, from 2002 through 2004, one of us—
Pat—served on the Consumer Advisory Council (CAC) of the Federal Reserve. The 
council was so named even though representatives from the banking industry held the 
majority of seats on the CAC, which was handpicked by the Fed.  Pat and other CAC 
members alerted the board to the dangers of subprime loans and subprime mortgage-
backed securities, and tried to convince the board to exercise its authority to regu-
late mortgages.  At the time, only one Fed governor, Ned Gramlich, advocated for 
greater regulation of abusive subprime loans. Under Greenspan’s aegis, however, the 
board refused to take corrective action and failed to update its mortgage disclosures, 
which were so obsolete they were worthless to most consumers. Even worse, by 2004, 
Greenspan was encouraging homeowners to take out risky adjustable-rate mortgages 
instead of safer fi xed-rate loans.6
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The Fed was not alone. Greenspan had a soul mate in John Reich, the Federal 
Deposit Insurance Corporation’s vice chairman (Reich would go on to become the 
director of the Offi ce of Thrift Supervision and eventually resign from that position 
after exploding mortgages brought down the nation’s largest thrift). At a 2004 FDIC 
meeting on regulatory reform that one of us attended, Reich made clear that his 
agenda was not to improve consumer welfare, but to water down consumer regulations 
to relieve the regulatory burden on banks. Later, Reich would become a cheerleader 
for the thrift industry’s most noxious home mortgages.

Throughout this period, the federal government also promoted research that cham-
pioned the subprime industry. One of the leading mortgage industry think tanks was 
the Credit Research Center (CRC) at Georgetown University. The CRC was known 
for producing subprime studies favorable to the American Financial Services Associ-
ation, the self-described “national trade association for the consumer credit industry.” 

The CRC was quick to publish research that promoted industry positions, but 
never gave outside researchers access to the data the researchers used to generate their 
pro-industry reports. Staff members at the Federal Reserve Board were cozy with the 
CRC, liked to tout its research, and sometimes left to work there. In one instance, 
economists at the Federal Reserve even enlisted the CRC to analyze the sensitive 
question of racial disparities in subprime loan prices as part of a Fed study on fair 
lending enforcement. The Fed incorporated the CRC’s fi ndings, which downplayed 
racial disparities, even though the CRC had not allowed Fed researchers to examine 
the data for themselves.7

On one occasion, we even became the objects of a clumsy attempt to muffl e 
research critical of the subprime industry. In the early fall of 2002, we both received a 
generic email from the Federal Trade Commission announcing that in a few weeks the 
agency would be holding a roundtable on consumer protection in mortgage lending, 
including subprime loans. The email arrived out of the blue with no message attached 
or invitation to speak. Later, we learned that the email was a response to complaints 
by consumer advocates that the agency’s proposed roundtable was slanted toward the 
lending industry. Pointing to the email, FTC staff protested that they had “invited” us 
to speak. At the urging of consumer groups, Kathleen attended the roundtable, which 
ended up being a rehash of an industry-friendly conference that the Credit Research 
Center had recently sponsored.

Researchers and consumer advocates suffered from a serious handicap relative to 
places like the CRC.  Almost all the information on mortgage loans was gathered and 
controlled by the fi nancial services industry, which thwarted attempts by independent 
academic researchers to study the growing dangers from subprime loans. The lending 
industry maintains huge proprietary databases with vast amounts of information on 
borrowers and their loans. Researchers who wanted to study subprime lending but 
who had no affi liation with the industry had limited or no access to these databases. 
This was because licenses to use the data were either prohibitively expensive (upward 
of $200,000) or off-limits to outside researchers at any price. 

Researchers without ties to the fi nancial services industry were generally limited to 
using publicly available mortgage data collected under the Home Mortgage Disclo-
sure Act, or HMDA.  These data are defi cient in many respects.  Most importantly, 
the data does not contain information on borrowers’ creditworthiness, the actual cost 
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of loans, or the default history of loans.  As a result, attempts by university researchers 
to study key public policy questions such as racial discrimination against subprime 
borrowers or the effect of subprime loan terms on default rates almost always hit a 
wall. Meanwhile, the Credit Research Center and other mortgage lending industry 
outlets pumped out one multivariate regression study after another criticizing reg-
ulation and extolling the benefi ts of subprime loans. All the while, they challenged 
reports by consumer advocates on the grounds that they were anecdotal and not based 
on comprehensive data on subprime lending.  

We, too, encountered diffi culties due to industry fi rewalls protecting proprietary 
data. In 2004, we published our fi rst study analyzing the perverse incentive structure 
that caused subprime securitization to fuel the lax underwriting of subprime loans. We 
followed that up with a second, larger study of the moral hazard posed by subprime 
bonds in early 2007.8 Researching private-label securitization was maddening during 
this period because the industry operated under a cloak. The credit-rating agencies 
offered some telling analyses of the problems in the subprime industry, but it was 
only by perfecting our web search skills and digging into prospectuses and transcripts 
of investor conference calls that we were able to stumble on illuminating industry 
analyses for free.

As the Bush administration became increasingly emboldened, what started out as fed-
eral inaction turned into active obstruction of state and local legislative attempts to 
rein in predatory lending. In 2004, the administration launched an offensive against 
the new state anti-predatory lending laws. That year, a little-known agency in the 
Treasury Department called the Offi ce of the Comptroller of the Currency (or OCC 
for short) adopted a rule exempting national banks and their mortgage lending sub-
sidiaries from most state lending laws protecting consumers. The OCC rule was pat-
terned on a similar Offi ce of Thrift Supervision (OTS) rule from the 1990s exempting 
federal thrifts from state lending laws. 

The OCC rule might not have been so bad if the OCC had replaced state anti-
predatory lending rules with stringent rules of its own. But it did not. Meanwhile, the 
OCC and OTS rules created the impetus for subprime lenders to duck state restric-
tions on subprime mortgages by becoming subsidiaries of national banks or federal 
thrifts. The OCC and OTS rules created such an unlevel playing fi eld that the FDIC 
even considered adopting a copycat rule for the state-chartered community banks that 
were subject to FDIC supervision.9

The State of Michigan challenged the OCC rule in a case that eventually made it 
to the U.S. Supreme Court. Along with many consumer law professors, we hoped that 
Justice Scalia and other conservative justices on the Court, with their strong views on 
states’ rights, would strike down the OCC rule. Our hopes were dashed in April 2007 
when the Court affi rmed the OCC rule, just in time for the unfolding subprime crisis. 
The dissent included an odd assortment of bedfellows, including Justice Scalia, Chief 
Justice Roberts, and Justice Stevens. 

While Michigan’s challenge to the OCC rule was working its way through the courts, 
home prices were rising steeply in many parts of the country and  borrowers were fi nd-
ing it harder to qualify for standard fi xed-rate mortgages. By 2005, subprime loans had 
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captured 20 percent of the lending market, double their share four years earlier. These 
new subprime loans were even riskier than subprime loans from the late 1990s. Many 
of the 2005 vintage loans dispensed with documenting borrowers’ incomes. Adjust-
able-rate mortgages (known as ARMs for short) with introductory rates that reset to 
much higher rates after set initial periods became the norm. Numerous borrowers with 
so-called hybrid ARMs found their monthly payments doubling overnight when their 
introductory periods expired. Finally, lenders were liberally waiving down-payment 
requirements, leaving borrowers with scant equity in their homes. 

To us, these trends meant double trouble. On the consumer side, borrowers were 
so stretched fi nancially that they could not afford down payments or safer fi xed-rate 
mortgages. On the industry side, lenders and brokers were resorting to desperate risks 
to keep up loan volumes. We also worried that no-documentation loans were just a 
pretext for fraud. 

By 2006, reports were surfacing in the press that lenders were qualifying borrowers 
based on low introductory interest rates, rather than on the higher eventual interest 
rates they would have to pay. Often borrowers who obtained these loans could not 
afford the new rates when they reset. Furthermore, many of them relied on assurances 
by their brokers that they could refi nance if their monthly payments became unafford-
able. That strategy only worked if home prices continued to rise, but they did not. In 
short, the breakdown in subprime underwriting standards was a train wreck waiting 
to happen.

The fi rst signs of serious subprime distress appeared in late 2006 and fi nally stirred 
federal offi cials from their slumber. That fall, the Federal Trade Commission held a 
roundtable on the risks presented by hybrid ARMs and other exotic mortgages. The 
roundtable made a serious attempt to analyze the emerging dangers of these products. 

Not long after the FTC roundtable, federal banking regulators fi nally rolled out 
a guidance warning about the dangers of exotic mortgages. While it was better than 
nothing, the guidance was only advisory in nature. Lenders did not have to follow it, 
and many of them did not. Even when the subprime house of cards collapsed in early 
2007, federal regulators continued to drag their feet. It was not until July 2008 that 
the Federal Reserve Board fi nally issued a comprehensive, binding rule on subprime 
mortgages. By then, those mortgages were failing in droves and the pillars of the 
global fi nancial system had begun to crumble.  

The subprime story is the tale of how consumer abuses in an obscure corner of the 
home mortgage market spawned a virus that led to the near meltdown of the world’s 
fi nancial system. The virus had several strands. In the fi rst, lenders cooked up hazard-
ous subprime loans and peddled them to people who they knew could not afford to 
repay the loans. In the second, Wall Street sliced and diced subprime risk and spread it 
to the global fi nancial system. In the third, traders bought trillions of dollars in credit 
default swaps with little or no margin on the bet that the whole enterprise would come 
crashing down. In the fourth and fi nal strand, the federal government witnessed what 
was happening and made a deliberate decision to desist from any meaningful action. 
These strands combined to unleash untold economic harm.

It took the subprime crisis to prove that not protecting consumers could bring the 
world to the brink of fi nancial collapse. When too many ordinary people have trouble 
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paying their loans, fi nancial systems can fail, both abroad and at home.  For the sake of 
individual citizens and for the sake of fi nancial stability worldwide, the country must 
take consumer protection seriously.

 This book is born of frustration: frustration that Congress and federal regulators 
refused to heed warnings about the subprime market and let subprime loans spiral out 
of control. Some people like to call the subprime crisis a perfect storm. That’s not what 
it was. It was a localized virus that slowly spread to infect the world fi nancial system. 
Had anyone in Washington cared, the virus could have been checked.
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Part I

a
The Subprime Market Takes Off

The astonishing thing about the subprime crisis is that something so small wreaked 
so much havoc.  Subprime loans started out as just a pocket of the U.S. home loan 

market, then mutated like a virus into a crisis of global proportions. Along the way, 
brokers, lenders, investment banks, rating agencies, and—for a time—investors made 
a lot of money while borrowers struggled to keep their homes. The lure of money 
made the various actors in the subprime food chain ever more brazen and, with each 
passing year, subprime crowded out safe, prime loans, putting more homeowners at 
risk of losing their homes and ultimately pushing the entire world economy to the 
edge of a cliff.
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a
The Emergence of the Subprime Market

Abusive subprime lending burst into public consciousness in 2007, but its legacy 
dated back years. As early as the 1990s, consumer advocates were reporting pred-

atory lending in lower-income neighborhoods. This early period was the fi rst iteration 
of subprime lending. Only later did subprime loans morph into products that ulti-
mately brought down the fi nancial system. 

FROM CREDIT RATIONING TO CREDIT GLUT

To trace the emergence of subprime lending, we have to begin with the home mort-
gage market in the 1970s. Back then, mortgage lending was the sleepy province of 
community thrifts and banks. Banks took deposits and plowed them into fi xed-rate 
loans requiring down payments of 20 percent. Consumers wanting mortgage loans 
went to their local bank, where loan offi cers helped them fi ll out paper applications. 
The applications then went to the bank’s back offi ce for underwriting. Using pencils 
and adding machines, underwriters calculated loan-to-value and debt-to-income 
ratios to determine whether the applicants could afford the loans. In addition, under-
writers drew on their knowledge of the community to assess whether the customers 
were “good folk” who would repay their loans. 

Banks kept their loans in their portfolios and absorbed the loss if borrowers 
defaulted. Knowing that they bore the risk if loans went bad, lenders made conserva-
tive lending decisions. They shied away from applicants with gaps in employment, late 
payments on bills, and anything less than solid reputations in the community. People 
of modest means could rarely obtain loans because their incomes were too low and 
they couldn’t afford the high down payments. For people of color, obtaining credit was 
even harder. Many lenders refused to serve African-American and Hispanic borrowers 
at all, even when they had high incomes and fl awless credit histories. 
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Deregulation
Just as mortgage lending was conservative, so was regulation. Throughout most of the 
1970s, federal and state governments imposed interest rate caps on home mortgages. 
Some states banned adjustable-rate mortgages (ARMs), loans with balloon pay-
ments, and prepayment penalties, which are charges for refi nancing loans or paying 
them off early. These regulations had the effect of limiting or delaying opportunities 
for homeownership.1

The interest rate restrictions and bans on certain types of mortgages did not last 
forever. From 1972 to 1980, the average interest rate on thirty-year fi xed-rate mort-
gages rose from 7.38 percent to 13.74 percent a year.2 These high rates hurt lend-
ers and borrowers alike. Mortgage lending and real estate sales declined. In states 
where market interest rates exceeded the state’s interest rate cap, some lenders stopped 
fi nancing home mortgages altogether. To add insult to injury, depositors were fl ocking 
to withdraw their money from banks to invest in money market funds, which offered 
higher returns because they were not subject to interest rate caps on bank accounts. 
The outfl ow of deposits meant banks had less money to lend, further curtailing the 
availability of mortgage loans. 

Eventually, as the banking industry faltered and real estate sales dried up, Congress 
took action to dismantle the regulatory apparatus. First, it passed a law in 1980 elim-
inating interest rate caps on fi rst-lien home mortgages. Then, in 1982, it permitted 
loan products other than fi xed-rate, fully amortizing loans. Overnight new products 
sprung up, including ARMs, balloon payment loans, and reverse mortgages.3 Con-
gress, in a sweeping move, also overrode state and local provisions that were inconsis-
tent with the 1980 and 1982 laws.4

Deregulation addressed the immediate pressures facing banks. The abolition of 
interest rate caps allowed banks and thrifts to charge market rates of interest. At the 
same time, the proliferation of new loan products broadened the array of loans avail-
able to borrowers. Borrowers who knew they would only be in their homes for a few 
years could opt for low-interest loans with a fi ve-year balloon to be paid when they 
sold their homes. Other borrowers were attracted to ARMs offering initial interest 
rates below the rates on fi xed-rate mortgages. Many of these borrowers planned to 
refi nance later if fi xed-rate loans dropped in price. 

Deregulation was not all good news. Without the constraint of interest rate caps, 
lenders were free to charge exorbitant interest rates. They also had carte blanche to dream 
up an endless menu of exotic loan products that borrowers had no hope of understanding. 

Technological Advances
Starting in the 1980s, technological innovation also transformed the home mortgage 
market and paved the way for subprime lending. Lenders, in the past, had been 
extremely careful about borrowing decisions. They had erred on the side of caution 
because they did not know how to calculate the risk that borrowers would default. 
When underwriting loans, they had used rules of thumb to help ensure repayment, 
such as a total debt-to-income ratio of 36 percent, a 20 percent down payment, and 
three months of savings in the bank. 

When the mainframe computer arrived on the scene, lenders could suddenly ana-
lyze vast stores of data on borrowers and their credit histories. Statisticians began 
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using the power of computing to identify the factors that best predicted whether 
borrowers would make their mortgage payments. They used these factors to develop 
models for determining the risk that individual borrowers would default. The models 
were called automated underwriting and were dubbed AU. With AU, loan offi cers and 
brokers could take information from the loan applications of potential borrowers and 
run it through a computer program to determine the applicants’ default risk and their 
eligibility for loans. 

AU dashed a number of hoary maxims about traditional loan underwriting. Out went 
requirements that borrowers make down payments of 20 percent  and have savings equal 
to three months of expenses. Out, too, went an insistence on pristine credit records, low 
debt-to-income ratios, and full documentation of income. The old-fashioned under-
writing rules and underwriters’ seat-of-the-pants judgment gave way to fancy statisti-
cal models, giving lenders the confi dence to lend to borrowers with damaged credit or 
no credit history at all. 

Equally important, AU made underwriting quick and cheap. In the “old days,” it 
took weeks to get a loan approved. With AU, lenders could shorten the underwriting 
period to seconds. New Century Financial, now a bankrupt lender that approved loans 
through a call center, advertised: “We’ll give you loan answers in just 12 seconds.” AU 
not only saved time. It also saved money. AU software reduced underwriting costs by 
an average of $916 per loan.5

The mortgage fi nance giants Fannie Mae and Freddie Mac set the gold standard 
for AU systems with their Desktop Underwriter and Loan Prospector programs for 
prime loans. Later, Fannie Mae designed a program called Custom DU, which was 
supposed to automate the underwriting of subprime loans. Other companies designed 
their own AU models for subprime mortgages.6

Although automated underwriting was a valuable innovation, it had downsides, 
especially when it came to subprime loans. One problem was that many models 
assumed that housing prices in the United States would go up indefi nitely, which 
was an unfounded and foolish assumption. AU systems also had a garbage in, garbage 
out problem. AU is only as good as the data that are entered. For example, if a broker 
entered false information, by infl ating borrowers’ income or the value of their property, 
the computerized assessment of the borrowers’ risk would come out wrong. 

When it came to subprime loans, there was even greater reason to question the 
reliability of automated underwriting. AU was originally developed for the prime 
market, using decades of data on the performance of prime loans. There was scant 
evidence, however, that these models yielded accurate results for subprime loans 
because there was little historical data on subprime loans. Despite these problems, 
AU gave the appearance of reliable underwriting, which was enough to embolden 
the market.  

Securitization
Perhaps the biggest factor contributing to the subprime boom was the securitization 
of home mortgages. Securitization quietly entered the scene in the 1970s. The idea 
behind securitization is ingenious: bundle a lender’s loans, transfer them to a legally 
remote trust, repackage the monthly loan payments into bonds rated by rating agen-
cies, back the bonds using the underlying mortgages as collateral, and sell the bonds to 
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investors. It is a bit more complicated than this description suggests; we save the nitty-
gritty of securitization for the next chapter. 

The roots of securitization date back to the 1930s, when Congress established the 
Federal National Mortgage Association (Fannie Mae) as a federal agency to increase 
the money available for home mortgages. Initially, Fannie Mae purchased FHA-
insured mortgages and in the process replenished the funds that lenders had on hand 
to make home mortgages.7 Thirty years later, Congress spun Fannie Mae off into 
a government-sponsored entity (GSE) and created a new GSE, the Federal Home 
Mortgage Corporation (Freddie Mac). Both securitized mortgages and eventually 
became private sector companies owned by shareholders. The government exempted 
the GSEs from state and local taxes.  In exchange, Fannie and Freddie agreed to meet 
affordable housing goals set by the U.S. Department of Housing and Urban Develop-
ment (HUD). This public mission meant that Fannie and Freddie had two masters to 
serve: their shareholders and the government.

The way that GSE securitizations work is that lenders originate mortgage loans 
that they sell to the GSEs. Only loans that meet Fannie’s and Freddie’s underwriting 
standards and that fall below a certain dollar threshold are accepted for securitization 
by the GSEs. In the industry, these loans are called “conforming loans.” Once they 
acquire the loans, the GSEs package them into pools. Those pools then issue bonds 
backed by the loans. As part of the bond covenants, Fannie and Freddie guarantee 
investors that they will receive their bond payments on time even if the borrowers 
default on their loans.8

Seeing the success of GSE securitization, investment banks and other fi nancial 
institutions wanted in on the game. Fannie and Freddie had captured most of the 
prime mortgage market, but had not yet tapped subprime mortgages for securitiza-
tion. This set the wheels in motion for “private label” securitization of subprime loans. 
Private label is the term used for any securitization other than those orchestrated by 
one of the GSEs. Some private-label securitizations were done by lenders. For exam-
ple, Countrywide Financial Home Loans, one of the largest subprime lenders, pack-
aged and securitized the loans it originated. More often, however, subprime loans were 
securitized by Wall Street investment banks. By 2006, up to 80 percent of subprime 
mortgages were being securitized.9

Securitization revolutionized home mortgage fi nance by wedding Wall Street with 
Main Street. It tapped huge new pools of capital across the nation and abroad to 
fi nance home mortgages in the United States. Lenders, in a continuous cycle, could 
make loans, sell those loans for securitization, and then plow the sales proceeds into a 
new batch of loans, which in turn could be securitized. 

Securitization also solved an age-old problem for banks. In the past, banks had held 
home mortgages until they were paid off, which meant they were fi nancing long-term 
mortgage loans with short-term demand deposits. This “lending long and borrowing 
short” destabilized banks. If interest rates rose, banks had to pay depositors rates that 
exceeded the interest rate borrowers were paying on older mortgages. And if interest 
rates dropped, borrowers would refi nance to less expensive loans. This “term mis-
match” problem was a direct cause of the 1980s savings and loan crisis. Securitization 
solved that problem by allowing banks to move mortgages off their books in exchange 
for upfront cash. 
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It was not only banks that benefi ted from the advent of securitization. All of a sud-
den, thinly capitalized entrepreneurs could become nonbank mortgage lenders. They 
fi nanced their operations not with deposits, but by borrowing money to fund loans, 
which they paid back as they sold the loans for securitization. The new lenders oper-
ated free from costly and time-consuming banking regulation and fl ew under the radar 
by making loans through brokers. Many had no physical presence in the communities 
where they operated and were anonymous unless borrowers read the fi ne print. 

By the time everyone was toasting the millennium, subprime lending was poised to 
take off. Soon what had been a credit drought would become a glut of credit.

Macroeconomic and Public Policy Factors
Macroeconomic forces also helped spawn the subprime boom. Ironically, two fi nancial 
busts helped clear the way for subprime lending’s phenomenal growth in the 2000s. 
One of those grew out of the Asian fl u. In July 1997, the Asian fi nancial crisis ignited 
in Thailand, driving down the value of assets and currencies throughout Southeast 
Asia. In a domino effect, the crisis reduced the demand for oil, which contributed to a 
fi nancial crisis in Russia the following year. After Russia defaulted on its debt, fearful 
investors began dumping both Asian and European bonds. The crisis spread to the 
United States when Long-Term Capital Management (LTCM), a highly leveraged 
hedge fund that made its money through arbitrage on bonds, lost money and experi-
enced crippling redemptions. The Federal Reserve Board (the Fed) orchestrated a 
private bailout of LTCM of over $3.5 billion. With LTCM’s collapse, the bond mar-
kets erupted in chaos, briefl y paralyzing private-label securitization and resulting in a 
liquidity crunch. Several subprime lenders found themselves unable to raise working 
capital, and ultimately their businesses failed.10

During the same period, the dot-com bubble was swelling. In 2000, the bubble 
burst and stock values plunged. By August 2001, the S&P 500 Index was off 26 per-
cent from its former high. Then on September 11, 2001, terrorists attacked the United 
States. As the country grieved, the faltering economy attempted to revive, only to sus-
tain another body blow in December 2001 when Enron fi led for bankruptcy. As one 
corporate scandal after another came to light, confi dence in the stock market crum-
bled. The S&P 500 dropped another 15 percent and the country slid into a recession. 

Throughout it all, the housing and credit markets were a beacon of hope for the 
economy. Alan Greenspan, the chairman of the Federal Reserve Board, seized on 
mortgage loans and other consumer credit as the way out of the slump. In mid-2000, 
the Fed exercised its “Greenspan put” and slashed interest rates, causing housing prices 
to grow at a steady clip of 10 percent a year nationally. After the 9/11 attacks, with 
the recession in full swing, the Fed ordered further rate cuts in order to jump-start the 
economy. Between August 2001 and January 2003, the Fed chopped the discount rate 
from 3 percent to 0.75 percent. This series of cuts drove down interest rates on prime 
loans. The cuts also made it possible for subprime lenders to borrow money at low 
rates, charge high rates to borrowers who couldn’t qualify for prime loans, and make 
money on the spread when they sold the loans.11

Low interest rates answered President Bush’s post-9/11 call for Americans to go 
shopping. Suddenly spending money became patriotic, and many consumers fi nanced 
their purchases with credit cards that charged exorbitant interest and late fees. Too 
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often, families converted their credit card debt into mortgage debt or refi nanced their 
homes to pull out equity. As Greenspan noted, “Consumer spending carried the econ-
omy through the post-9/11 malaise, and what carried consumer spending was hous-
ing.”12 Programs advertising “Your Home Pays You Cash” urged people to borrow 
against their homes. Companies also promoted the idea that credit was the way to live 
the good life. Citibank spent $1 billion on a “live richly” campaign designed to lure 
people into home equity loans. PNC ads for second mortgages showed a wheelbarrow 
with the slogan, “The easiest way to haul money out of your house.”13

The constant message was that people should feel good about using credit. Debt, 
which used to be considered embarrassing and a sign of poor discipline, had stopped 
being shameful. As a sign of this cultural shift, between 2001 and 2007, overall house-
hold debt grew from $7.2 trillion to $13.6 trillion, a 10 percent increase each year.14

The Fed under Greenspan not only kept interest rates low, but also refused to 
intervene to protect consumers despite growing evidence of abusive mortgages. Like-
wise, Congress and federal regulatory agencies were unmoved by stories of defrauded 
consumers. The dominant ideology was that if there were problems with mortgage 
lending, the market would solve them. In addition, if consumers were taking on credit 
they couldn’t afford, that was their choice and their problem. The market’s job was to 
offer consumers choices, and consumers’ job was to take personal responsibility for 
the choices they made. On the corporate side, responsibility meant maximizing the 
bottom line for the benefi t of shareholders, without regard for the consequences of 
abusive lending to consumers or society.

These dynamics coincided with a huge federal push for homeownership. This 
push began in the mid-1990s under President Bill Clinton, when HUD coordi-

FIGURE 2.1. 
U.S. President George W. Bush makes remarks on home ownership at the 
Department of Housing and Urban Development. (Luke Frazza/ AFP/ Getty 
Images).
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nated a public-private partnership designed to increase homeownership.15 When 
President George W. Bush came into offi ce in 2001, he went further, advocating 
that everyone should own a home as part of his vaunted “Ownership Society” ini-
tiative. In response, HUD increased its pressure on Fannie Mae and Freddie Mac 
to fi nance an ever greater number of mortgages to people with modest incomes 
and to borrowers of color. The Bush administration embraced subprime loans 
as the key to growth in homeownership. By 2004, even the chief counsel of the 
Offi ce of the Comptroller of the Currency, Julie Williams, was lauding “the rise 
of the subprime segment . . . in advancing homeownership, especially for minority 
Americans.”16

Ultimately, the forces of technology, fi nancial engineering, and public policy 
converged to fuel the growth of the subprime market. Starting in 2000 the subprime 
market grew exponentially, capturing 36 percent of the mortgage market at its height in 
2006, up from 12 percent in 2000, before crashing and infecting the world economy.17

PREDATORY LENDING

The fi rst iteration of subprime lending—coined predatory lending—began in the 1990s 
and was targeted at people who historically had been unable to get loans. Some had 
blemishes on their credit or limited credit histories that made them ineligible for 
prime credit with its stiff underwriting standards. Others were eligible for prime loans, 
but did not know how to go about applying for credit or, because of past discrimina-
tion, mistrusted banks. These people were ready prey for a new class of brokers and 
lenders, who targeted unsophisticated borrowers. 

In these early days, mortgage brokers were small-time operators, soliciting bor-
rowers over the phone or door-to-door like Fuller Brush salesmen of yore, armed 
with a menu of loan products from various lenders. Lenders back then were often 
small fi nance companies that generated money for loans through warehouse lines of 
credit. Some lenders worked solely with brokers, but many had storefronts where they 
took applications directly. One of the early entrants was Citigroup, which bought the 
Baltimore subprime lender Commercial Credit and later renamed it CitiFinancial, 
CitiFi for short. 

Finding potential borrowers and getting them to commit to loans was the key to 
success. Existing homeowners were the most frequent targets because they had equity 
and were easy to identify through property records, unlike prospective homeowners. 
Brokers and lenders perfected marketing strategies to fi nd naïve homeowners and 
dupe them into subprime loans. Some hired “cold callers” who would contact home-
owners to see if they were interested in a new mortgage. The cold callers got paid a 
few hundred dollars for each successful call. Brokers and lenders also used municipal 
records to identify prospects. They scoured fi les at city offi ces to fi nd homes with 
outstanding housing code violations, betting that the homeowners needed cash to 
make repairs. They read local obituaries to identify older women who had recently lost 
their husbands, surmising that widows were fi nancially gullible. They also identifi ed 
potential borrowers through consumer sales transactions. For example, in Virginia, 
Bennie Roberts, who could neither read nor write, bought a side of beef and over 100 
pounds of other meat from a roadside stand on credit from the notorious subprime 
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lender Associates First Capital. In talking with Mr. Roberts to arrange the consumer 
loan, the loan offi cer from Associates learned that Mr. Roberts had no mortgage on 
his home. He soon convinced his new client to take out a loan using the client’s home 
equity. Associates refi nanced that mortgage ten times in four years. The principal after 
the refi nancings was $45,000 of which $19,000 was paid to Associates in fees.18

High fees were not the only thing that typifi ed predatory loans. Interest rates, too, 
could be astronomical. In 2000, the Baltimore City Paper told the story of the Pulleys, 
who had overextended themselves with credit card debt. In 1997, the Pulleys “were bar-
raged with letters and calls from mortgage lenders offering to consolidate [their] exist-
ing mortgage . . . and all their other debts into a new loan,” which would supposedly 
save them $500 per month. “Needing the cash and not well-versed in such dealings,” 
the Pulleys made a deal with Monument Mortgage for an adjustable rate mortgage 
loan with an annual interest rate that increased every six months up to 19.99 percent.19

Some brokers and lenders had understandings with real estate agents and home 
improvement contractors to refer homeowners to them for loans. This network also 
worked in reverse, when mortgage brokers received kickbacks for suggesting contrac-
tors to borrowers who were seeking loans for home repairs. These referrals generated 
good money for everyone except the borrowers, who ultimately paid for the referrals 
out of the loan proceeds or through up-front fees. 

Shady contractors who helped homeowners fi nance repairs were rife. In Cleveland, 
Ruby Rogers had a mortgage-free home she had inherited from her uncle. Citywide 
Builders, a contractor, helped her obtain a loan through Ameriquest Mortgage to 
update the home. Over six months, the contractor arranged repeated refi nancings of 
Ms. Rogers’ loan until the principal hit $23,000. Of that amount, Ms. Rogers only 
saw $4,500. Meanwhile, Citywide Builders walked off the job after doing $3,200 of 
work on the house. Ms. Rogers was left with a leaking roof, peeling tiles, warped wall 
paneling, and a hole in the wall. After Citywide Builders went bankrupt, Ameriquest 
sued Ms. Rogers for foreclosure.20

Brokers and lenders also targeted black and Latino neighborhoods, where they 
knew credit had been scarce and demand for loans was high. As electronic databases 
of consumers became more sophisticated, lenders could “prescreen for vulnerability,” 
picking out people they could most easily dupe.21 Loan offi cers at one lender report-
edly referred to neighborhoods with a high percentage of borrowers of color as “never-
never land.’”22

For homeowners, the arrival of brokers and lenders offering them credit seemed 
like manna from heaven. Some lenders even invoked heaven in luring borrowers. 
Gospel radio station Heaven 600 AM aired advertisements for refi nance loans 
through Promised Land Financial. To help brokers win customers’ confi dence, First 
Alliance Mortgage Company, nicknamed FAMCO, had brokers watch movies to 
help them understand borrowers’ points of view. They were instructed to watch Boyz 
N the Hood to experience inner-city life and Stand and Deliver to get a feel for His-
panic borrowers.23

Loan offi cers and brokers were trained to make customers feel that they were act-
ing in their best interests, even going so far as to provide attorneys to “represent” par-
ticularly leery borrowers.24 They were told to “establish a common bond . . . to make 
the customer lower his guard.” Suggested common bonds included family, jobs, and 
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pets.25 Clueless that they were being targeted, residents welcomed the salespeople who 
befriended them into their homes. There the pitchmen would ply them with offers of 
loans to fi x a sagging porch, pay for a child’s education, or buy a car. One borrower, 
whose loan was fl ipped multiple times, said, “Everyone was just so buttery and nice.”26

Some brokers were people that borrowers knew through work or church. For many 
people, especially those who had been victims of redlining in the past, working with 
someone familiar or recommended felt safer than going to a bank. Often that was a 
mistake. The head deacon of the Message of Peace Church in South San Francisco 
allegedly used his position to exploit Brazilian immigrants who were parishioners at 
his church, by encouraging them to fi nance their home purchases through him. After 
they placed their trust in the deacon, he completed their loan applications, reportedly 
falsifi ed documents, and agreed to terms on their behalf. One borrower said that when 
she uncovered what the deacon had done, he threatened to report her to the Immigra-
tion and Naturalization Service for overstaying her visa and then tried to bribe her 
with $5,000 to keep quiet.27

Much early predatory lending involved extracting equity from people’s homes. 
Lenders or brokers would convince homeowners to take out high-cost loans that the 
salespeople knew would eventually become unaffordable. The loans might contain 
balloon payments coming due in a few years or adjustable rates that would only go 
up. Just when borrowers were on the brink of defaulting, the brokers or loan offi cers 
reappeared on their doorsteps, ready to refi nance the borrowers into new loans. Some 
went so far as to adopt systems for tracking the amount of equity borrowers had in 
their homes. Each “loan fl ip” resulted in more fees for the brokers and lenders, which 
they tacked onto the principal. With each fl ip, the borrowers’ equity shrank and their 
monthly payments went up, until their equity disappeared and they could no longer 
qualify for loans.28

By design, these subprime loans were unaffordable. The easiest loans to fl ip were 
those that borrowers couldn’t afford in the fi rst place. The higher the interest rate, the 
bigger the monthly payment and the more likely the borrower would default. Reports 
abounded of subprime mortgages with fi xed rates of 18 percent and adjustable rates 
of close to 30 percent.29

One of the sadder instances of loan fl ipping involved Mary Podelco, a former 
waitress with a sixth-grade education who had lost her husband in 1994. She used 
his life insurance to pay off the mortgage on her family home. A year later, in need 
of new windows and a heating system, she took out a loan with Benefi cial Finance 
for $11,921. Just one month later, Benefi cial convinced her to refi nance the loan for 
$16,256. Soon other lenders got into the game, each promising Ms. Podelco a loan 
that was superior to the one she had. Over the course of a year, lenders fl ipped her loan 
at least fi ve times, increasing her outstanding debt to over $64,000. Unbeknownst to 
Ms. Podelco, she was paying exorbitant charges with every fl ip. On July 26, 2001, long 
before the subprime heyday, she told her story to the Senate Committee on Banking, 
Housing and Urban Affairs.30

Sometimes lenders urged borrowers to take out mortgages and use the funds to pay 
off outstanding medical debts, credit cards, or other bills. By consolidating their debts, 
lenders argued, borrowers would get lower interest rates and lower monthly payments. 
What the lenders didn’t say was that by converting unsecured debt into debt secured 
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by their homes, the borrowers put their homes at risk. Going into bankruptcy, more-
over, would not wipe out their mortgages, unlike other debts.31

Another early predatory tactic was charging borrowers for credit insurance that 
would be used to pay off their loans if they became disabled or died. These policies 
charged a one-time premium in the many thousands of dollars that was paid at the 
closing and fi nanced as part of the loan. Because borrowers had to pay interest on the 
premiums, the effective cost was as much as three or four times the original amount. 
This practice made the front page in 2002 when Citigroup ponied up $240 million 
to settle litigation against Associates First Capital, which Citigroup had purchased 
in 2000 for $31 billion amid allegations of similar abuses. These were not the only 
allegations against Citigroup. Reporter Michael Hudson, who wrote an early exposé 
on CitiFi, told of a borrower whom CitiFi convinced to take out not only credit life 
insurance but also disability and unemployment insurance.32

Lenders packed other exorbitant fees into loans. FAMCO, one of the largest and 
earliest predatory lenders, reportedly charged borrowers as much as 25 percent of 
their loan amount in discount points. This meant a borrower with a $100,000 loan 
would pay $25,000 in points. Typically, FAMCO’s loans also included prepayment 
penalties and high interest rates. Eventually, FAMCO limited its points to 10 per-
cent of the loan amount because of concern about the “sound-bite effect of high 
origination fees.”33

Bait-and-switch schemes were also rife. At the time of application or shortly after-
ward, lenders would describe the loan terms to borrowers, but not actually lock in the 
terms. Lenders would then change the terms after the borrowers were psychologically 
and fi nancially invested in the loans. This was countenanced by federal disclosure laws, 
which only prohibited lenders from changing loan terms if they had made binding 
offers. In the subprime market, offers were almost never binding. Borrowers would 
show up at their loan closings expecting the promised loan terms, only to fi nd that 
the terms had become worse in major ways. Fixed-rate loans became adjustable and 
interest rates soared. Surprise fees popped up in the loans. Second mortgages suddenly 
appeared in the documents. 

Often the borrowers did not even recognize these changes in the hubbub of the 
closing. The closing agents would sit the borrowers down with a big stack of papers 
and fl ip the pages, directing borrowers to sign next to the sticky arrows. If the borrow-
ers protested that things were moving too fast, that they wanted to review the docu-
ments, or that the terms appeared different, the response would be, “Don’t worry, I’ll 
take care of that, just sign here.”34

FAMCO reportedly pulled such a bait and switch on Bernae and Scott Gunder-
son. After the loan closing, Ms. Gunderson looked through the loan documents and 
saw that the terms were worse than the ones she and her husband had agreed to. 
She talked with a manager at FAMCO, who assured her that the loan terms were as 
promised. Unbeknownst to the manager, Ms. Gunderson recorded the conversation. 
That recording proved invaluable after the Gundersons determined that FAMCO had 
added $13,000 in fees to the loan and put them in a loan with an interest rate that rose 
1 percent every six months.35

Others were not so lucky. Roberta Green thought she was applying for a $6,000 
home equity loan at a fi xed rate. The broker fi lled out the loan application for Ms. Green 
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and, as required by law, disclosed the interest rate and fees. Later, the loan closing was so 
rushed that Ms. Green did not realize she had agreed to refi nance her current mortgage 
for $76,500 with a higher adjustable interest rate and $6,500 in additional fees, none of 
which the broker had previously mentioned.36

Lenders and brokers even resorted to duress to close loans. Back in 2001, Crain’s 
Chicago Business published a report about a mentally disabled couple who had fallen 
behind on their real estate taxes. A broker approached them offering a loan to cover 
their taxes, using the equity in their home. On the day of the closing, a limousine 
brought the couple from Chicago’s South Side, where they lived, to an offi ce on the 
north side of Chicago near O’Hare International Airport. When the couple examined 
the loan documents, they discovered that the loan terms had been changed. They were 
far from home and did not know where they were or how to get home so they caved 
in and signed the papers.37

Intimidation was another tool of the subprime trade. A borrower with a CitiFi-
nancial loan reported that when she missed some loan payments, a CitiFi manager 
threatened to have her arrested and to tell her boss that “she was a deadbeat.”38

The most brazen lenders and brokers lied about loan terms. It was common to 
tell borrowers that their loans were for fi xed rates when, in fact, they were not. Other 
misrepresentations took the form of false promises. Lenders would tell borrowers that 
they would quickly refi nance their loans to lower the interest rate. Later, when the bor-
rowers pressed the lenders to honor their promises, the lenders would concoct excuses 
why better rates were not possible.39

The exploitative practices of early predatory lenders were summed up in the 1998 
testimony before the Senate Special Committee on Aging by a former fi nance com-
pany employee under the pseudonym of Jim Dough: 

My perfect customer would be an uneducated widow who is on a fi xed income—
hopefully from her deceased husband’s pension and social security—who has 
her house paid off, is living off of credit cards, but having a diffi cult time keep-
ing up [with] her payments, and who must make a car payment in addition to 
her credit card payments. . . . 

We were instructed and expected to fl ip as many loans as possible. . . . The 
practice is to charge the maximum number of points legally permissible for each 
loan and each fl ip, regardless of how recently the prior loan that was being refi -
nanced had been made. The fi nance companies I worked for had no limits on 
how frequently a loan could be fl ipped, and we were not required to rebate any 
point income on loans that were fl ipped. . . . 

Our entire sale is built on confusion. Blue-collar workers tend to be less 
educated. I know I am being very stereotypical, but they are the more unso-
phisticated. They can be confused in the loan closings, and they look to us as 
professionals. . . . [T]hey are more trusting toward us.40

SUBPRIME GOES MAINSTREAM

Over time, the subprime industry began moving from fringe to mainstream as commer-
cial banks, investment banks, hedge funds, insurance companies, and other fi nancial 
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giants saw the profi ts that could be made. They soon started buying subprime lenders. 
Small mortgage banks mushroomed into large national behemoths, absorbing smaller 
entities along the way. All this buying of subprime lenders led to widespread consoli-
dation in the industry. For example, one of Cleveland’s leading bank holding com-
panies, National City Corporation, bought the subprime lender First Franklin in 1999 
for $266 million. In a few short years, First Franklin’s subprime lending volume sky-
rocketed from $4 billion to $30 billion. With a subprime lender in its pocket, National 
City Bank could originate prime loans in its own name and, in the words of its chief 
executive, David Daberko, refer otherwise lost prospects “immediately to the nonprime 
company.”41 Later First Franklin became infamous for bringing down both National 
City Bank and Merrill Lynch.42

The global banking giant HSBC bought its own subprime lender, Household 
International, in 2003 for $14 billion. Investment banks Credit Suisse, Bear Stearns, 
Lehman Brothers, Merrill Lynch, Morgan Stanley, and Goldman Sachs all bought or 
founded nonbank subprime lenders to feed their securitization machines. As a Wall 
Street Journal reporter noted, “Without a production-line of mortgages, the inventory 
for all those fee-paying securities would dry up.”43 Private equity fi rms like New York’s 
Capital Z Partners snapped up subprime lenders. Even blue-chip companies got swept 
up in the buying frenzy. General Electric bought WMC Mortgage Corporation in 
2004. H & R Block bought Option One Mortgage Corporation in 1997. 

The new owners of the subprime lenders piously avowed that they had cleaned up 
“shop” and would never sanction abusive lending. In testimony before the House Com-
mittee on Government Oversight and Reform, the former chief executive offi cer of 
Lehman Brothers, Richard Fuld, said: “When we bought [subprime lenders], we changed 
management, we changed underwriting standards to make them much more restrictive, 
to improve the quality of the loans that we did in fact originate so that those loans that we 
did then put into securitized form would be solid investments for investors.”44

At the same time, independent mortgage banks that once had bit roles grew into 
mammoth institutions fed by securitization. Ameriquest and Countrywide were two 
of the most egregious mega-subprime lenders. Initially a small California thrift called 
Long Beach Savings and Loan, Ameriquest became a privately held mortgage lender 
in 1994 and quickly grew to secure a position as one of the largest mortgage companies 
in the United States. Ameriquest made loans through retail operations and indepen-
dent mortgage brokers. The latter branch of the company went by the name Argent. 
Ronald Arnall, who founded Long Beach and stood at Ameriquest’s helm, was the 
country’s 106th wealthiest billionaire by 2004. By 2005, Ameriquest was reaping suf-
fi cient fees to sponsor the Super Bowl XXXIX half-time show in Jacksonville, Florida. 
The Ameriquest blimp hovered over the stadium touting the company’s success.45

Arnall and his wife, Dawn, were big political contributors, raising over $12 million 
for President George W. Bush and various conservative advocacy organizations.46 On 
August 1, 2005, President Bush nominated Arnall to be the next ambassador to the 
Netherlands, a position he held until 2008. On the same day that Bush nominated 
Arnall for the ambassadorship, Ameriquest agreed to fork over $325 million to settle 
pending lawsuits and investigations centered on Ameriquest’s and Argent’s question-
able lending in dozens of states.47 By 2007, Ameriquest had tanked. It shut down its 
retail mortgage shop and sold what was left of the company to Citigroup.
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Countrywide, like Ameriquest, grew at an astounding rate and generated huge 
returns for its investors. Between 2000 and 2006, its securities trading volume 
went from $647 billion to $3.8 trillion. Fortune magazine reported that a $1,000 
investment in the company in 1982 was worth $23,000 twenty years later. This 
2,200 percent return more than outpaced returns at Wal-Mart and even Warren 
Buffett’s Berkshire Hathaway. Members of Countrywide’s board of directors were 
handsomely compensated, with some receiving over half a million dollars a year. 
Countrywide’s chief executive offi cer, Angelo Mozilo, was paid up to $43 million 
a year.48

By 2005, Countrywide had become the nation’s largest subprime lender. Two years 
later, the company went into a subprime skid and, in 2008, was acquired by Bank of 
America amid rumors that the lender was on the verge of bankruptcy. Shortly after 
Bank of America completed the sale, Countrywide committed over $8 billion to settle 
abusive lending claims with dozens of states.49

Lending Channels
Borrowers could get subprime loans through three main channels: the retail channel, 
the wholesale channel, and the correspondent channel. The retail channel is the sim-
plest to explain. Retail lenders took applications in person, over the Internet, and 
through call centers, using in-house loan offi cers instead of outside mortgage brokers. 
These lenders processed the applications, underwrote the loans, and funded them 
once approved. Many retail lenders were depository institutions. For example, Wash-
ington Mutual Bank (WaMu), the savings and loan giant, made subprime loans 
directly to borrowers through its retail branches. 

More subprime loans, however, came through independent mortgage brokers, not 
loan offi cers at retail lenders. This was known as the wholesale channel because bro-
kers generated loan applications for wholesale lenders who underwrote and funded the 
loans. Wholesale lenders could either be depository institutions or nonbank fi nance 
companies that raised money on the capital markets and used the money to fund their 
loans. Eventually, the loans were sold, at which time the wholesale lenders would 
profi t from the difference between the sales price and the cost of funding the loans. 
At the peak of subprime lending, almost 80 percent of subprime loans were originated 
through some form of wholesale lender.50

The third channel was called correspondent lending. Correspondent lenders, 
which could be depository institutions or fi nance companies, had retail operations 
where they took applications and made loans pursuant to underwriting standards set 
by a wholesale lender, who committed in advance to buy the loans at a set price. In the 
correspondent setting, the wholesale lenders served as loan aggregators. 

Mortgage channels had two more twists. The fi rst was an arrangement known as 
table-funding, where on paper brokers appeared to make the loans, but in reality, the 
brokers only held the loans for a matter of seconds. The brokers would immediately 
endorse the loan notes over to wholesale lenders who were the true funders of the 
loans. Table-funding enabled brokers to make more fees. 

The other twist was net branch banking, through which brokers became temporary 
employees of wholesale lenders, typically to avoid disclosing to borrowers the commis-
sions that they received and to circumvent state licensing requirements. Many lenders 
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used multiple channels. One lender could have retail and wholesale operations and 
also purchase loans from correspondent lenders.51

Housing Bubble
The supply of subprime loans increased as the subprime industry went mainstream 
and investors fl ooded the market with capital. At the same time, there was increased 
demand for subprime loans. Demand was driven by a combination of stagnant real 
wages for most workers, rising interest rates, and rising home prices. The average U.S. 
home rose over 50 percent in value between 2001 and 2005. On the West Coast, the 
increases were even higher, with homes increasing 20 percent in just one year between 
2004 and 2005. By 2006, only 17 percent of California households could afford a 
median-priced single-family home.52

The subprime industry contributed to rising home prices. Easy credit generated 
greater demand for housing, which, in turn, drove up housing prices. Higher-priced 
homes meant that homebuyers had to borrow ever larger amounts of money. Even 
borrowers with good credit histories found that they could not qualify for safe loans 
because they could not afford the monthly payments for fi xed-rate, fully amortizing 
mortgages. In high-priced markets, some borrowers had to resort to jumbo nonprime 
loans because the loans they needed exceeded Fannie and Freddie limits on the size 
of the loans they would buy. Real estate investors also added to the demand. These 
purchasers bought homes with the intention of selling them in a few years and cashing 
in on the expected rise in home values.

Housing developments sprung up like weeds in western deserts, trash-strewn lots 
in cities, and farmland in the Midwest. Some developments were geared to high-
end buyers who wanted McMansions with in-home movie theaters. Others marketed 
cheap, remote tracts to fi rst-time homeowners. Developers partnered with lenders and 
brokers, providing buyers with one-stop shopping for a house and a loan. Country-
wide established nearly 800 local offi ces that solicited loans through home builders 
and real estate agents. Developers and lenders sent a message that anyone could own 
a home and that people should dream big.53

Feeding the Mortgage Machine
From lenders’ perspective, the mortgage machine needed constant feeding in order to 
generate constant fees. Volume was what mattered. Lenders bought “leads” from fi rms 
that gathered consumer information from banks and credit bureaus and culled public 
records to create mega-databases on consumers. These databases, referred to as “farm-
ing kits,” contained information on individual borrowers that lenders used to personal-
ize their solicitations. Between 2004 and 2006, Countrywide mailed between six and 
eight million targeted solicitations each month and made many tens of thousands of 
phone calls. The solicitations made people believe that the new loan products were 
designed for them and were all pleasure and no pain.54

The president of one data fi rm explained that the people his company identifi ed 
as prospects included consumers who were in fi nancial trouble and likely needed to 
refi nance to avoid default. Lenders could buy a list of 2,500 distressed subprime bor-
rowers for about $500. Some lenders mined their own data to pinpoint borrowers in 
need of refi nancing. Countrywide reportedly identifi ed borrowers who were behind 
in their payments and offered to refi nance their loans. In 2004, one out of every nine 
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loans by Ameriquest refi nanced a loan that Ameriquest had made within the previous 
two years.55

Credit bureaus offered other ways to identify people to target. Each time indi-
viduals submitted applications for mortgage loans, lenders contacted credit bureaus to 
check their credit. The credit bureaus compiled lists of borrowers on whom inquiries 
were made and sold the lists to other lenders, who would then solicit the borrowers. In 
addition to supplying data, these fi rms developed models, using information on bor-
rowers’ behavior, to create profi les of borrowers who showed a “statistical propensity 
to acquire new credit.”56

Dodgy Practices
Although subprime lending moved from sketchy to mainstream institutions, the 
industry did not clean up its practices. Bait-and-switch tactics persisted, with lenders 
surprising borrowers at loan closings with thousands of dollars in unexpected fees and 
higher interest rates. Often the new interest rates were adjustable and could double or 
triple over time. When borrowers protested, lenders assured them that they would 
soon be able to refi nance. What lenders did not say was that when the borrowers refi -
nanced, they would have to pay origination and closing fees all over again plus likely 
prepayment penalties for the early payoff of their loans.57

Lenders made out big from steering, which was the practice of conning borrowers 
who qualifi ed for cheap prime loans into agreeing to costlier subprime loans. Behind 
the scenes, lenders set minimum prices (a combination of the interest rate, points, and 
fees) they would accept for each type of loan, taking into account borrowers’ credit 
scores and factors like the amount of equity they had in their homes. This resulted 
in a sliding scale of prices, a practice known as risk-based pricing. Subprime lend-
ers kept the real risk-based price a secret; borrowers only knew the price they were 
offered, which often exceeded the risk-based price. When borrowers paid more than 
the minimally acceptable price, lenders made more money. According to the Wall 
Street Journal, 55 percent of all subprime loans in 2005 went to people with suffi ciently 
high credit scores to qualify for prime loans.58

Another gambit was to generate hundreds of dollars in “junk” fees for check-
ing borrowers’ credit, processing applications, and preparing loan documents. Firms 
charged borrowers up to $75 just to send emails. Lenders captured profi ts through 
other means, too. Investors paid more for certain loan attributes, with default interest 
rate clauses being a favorite. Under these clauses, the interest rate would skyrocket if 
a borrower missed a payment. Of course, if the interest rate went up, so did the likeli-
hood of future defaults.59

Prepayment penalties were found in about 80 percent of subprime loans and typi-
cally required borrowers to pay six months’ worth of interest if they refi nanced within 
a stated period, commonly one to fi ve years. On a $150,000 loan with a 12 percent 
interest rate, the prepayment penalty would be $7,500. A 2004 study estimated that 
prepayment penalties cost borrowers a total of $2.3 billion a year.60 Prepayment penal-
ties had pernicious effects, including locking borrowers into high-cost loans. As their 
credit profi les improved, borrowers could not refi nance into cheaper loans unless they 
generated the cash to pay the penalties. Prepayment penalties also increased the odds 
of default by trapping borrowers in high-cost loans. One study found that loans with 
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prepayment penalties longer than three years were 20 percent more likely to default 
than comparable loans without those penalties.61

Lending According to Stereotype
The race-based targeting that was a signature of early predatory lending also contin-
ued unabated. Subprime mortgages were more heavily concentrated in predominantly 
black and Latino neighborhoods relative to white communities, even when controlling 
for income and credit scores. Researchers estimated that half of home mortgage loans 
made to African-Americans before the housing market collapsed were expensive sub-
prime loans.62

Damning evidence to this effect appeared in an affi davit by former Wells Fargo 
loan offi cer Tony Paschal. Paschal asserted that Wells Fargo employees referred to 
borrowers of color as “mud people” and their loans as “ghetto loans.” Loan offi cers, he 
reported, lowered interest rates for whites when interest rates fell before closing, but 
told black borrowers that their rates were “locked” and they could not take advantage 
of interest rate declines. Paschal also accused Wells Fargo of deliberate marketing 
practices directed at African-Americans, including a software program that would 
send fl yers to consumers based on their “language.” One such “language” was “African-
American.”63 Another former Wells Fargo loan offi cer, Elizabeth Jacobson, attested 
that the company approached black churches in hopes that each minister would “con-
vince the congregation to take out subprime loans with Wells Fargo.”64

Lenders and brokers saved the worst deals for borrowers they considered easy marks. 
In a study of loans insured by the Federal Housing Administration, researchers looked 
at differences in the amounts borrowers paid in fees based on race and education. The 
study controlled for factors such as credit scores and home values that could have infl u-
enced default risks and therefore the cost of credit. On average, African-American 
borrowers paid $414 more in fees and Latinos $365 more than equivalent whites.65

These fi ndings were not unique. Studies by governmental agencies and consumer 
groups have consistently found that people of color pay more for credit even after con-
trolling for creditworthiness. Setting the cost of mortgages based on borrowers’ race 
is blatantly unfair and discriminatory. It also increases the likelihood that borrowers 
will lose their homes because their mortgages are less affordable than those offered to 
equivalent white borrowers.66

Education mattered, too. In one study, borrowers with college degrees paid, on 
average, $1,100 less than those without a college education even though the latter 
borrowers purchased essentially the same products, presented the same level of default 
risk, and lived in similar communities and types of housing.67 Not surprisingly, given 
these results, subprime loans are concentrated in areas where people have lower educa-
tional levels, even when those areas have the same default risk as neighborhoods with 
better educated residents.68

Outright Fraud
The quest for ever higher revenues went hand in hand with fraud. Too often, brokers 
and lenders did whatever it took to close a loan. That might involve padding a bor-
rower’s income or assets (with or without the borrower’s knowledge), commissioning 
infl ated appraisals, manufacturing fake pay stubs and W-2s, altering credit reports, and 
creating fi ctitious checks and investment statements. These practices, according to a 
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study by Fitch Ratings, were more pronounced among loans made through indepen-
dent brokers than through loan offi cers.  This was probably because brokers didn’t 
make any money if borrowers could not satisfy lenders’ underwriting criteria.69 In 
Cleveland, for example, eighty-three people were charged with mortgage fraud in a 
scheme to defraud lenders by fabricating employment and income records and then 
hiring people called “backstoppers” who would verify the information when lenders 
called as part of the underwriting process.70

Lenders and brokers did not work alone. There are stories of professionals who 
helped them commit fraud, like the CPA who allegedly was in the “back pocket” of a 
New Century account executive, providing letters verifying borrowers’ self-employment 
income that did not exist.71 A bank teller reportedly doctored bank statements for loan 
originators to help borrowers qualify.72 According to the New York Times, some bro-
kers even offered bribes to underwriters to accept loan applications that other lenders 
had rejected.73 In 2002, following an intense FBI investigation, “two accountants, four 
title companies, fi ve appraisers, eight underwriters and forty mortgage brokers” were 
indicted for their involvement in a mortgage fraud scheme allegedly orchestrated by 
American Home Loans.74

Brokers and lenders were skillful at fi nding appraisers who would come in with 
property valuations that would satisfy underwriters. In a practice called “hitting 
the bid,” they would handpick appraisers and tell them what the property needed 
to be worth for the loan to go through.75 Appraisers reported feeling “bulldozed” 
into infl ating the value of homes and misrepresenting the condition of properties.76

When the State of New York got wind of allegations of such practices at Washington 
Mutual, it brought a lawsuit against an appraisal outfi t that reportedly succumbed 
to pressure from WaMu. According to the complaint, WaMu generated a list of 
preferred appraisers from eAppraiseIT who could be counted on to bring in high 
valuations.77

Some loan originators engaged in even more blatant forms of fraud. One mort-
gage bank made a name for itself by having borrowers sign duplicate copies of their 
loan and mortgage agreements. The lender would then sell the notes to two different 
entities, each of which thought it held the “real” note. This practice, called “double-
booking,” enabled the mortgage bank to retain all the funds from the sale of both 
notes. The borrowers would only pay on one of the notes, not realizing they owed on 
two. The investor that was not receiving any payments would then go after the bor-
rowers, only to discover the fraud.78 In other situations, borrowers would attempt to 
refi nance their loans, only to learn that there were multiple fi ctitious mortgages on 
their property.79

In a damning affi davit, a former account executive for a subprime lender described 
his fi rm’s practices:

• Ameriquest taught . . . Account Executives to infl ate the stated value of the cus-
tomer’s property for the purpose of qualifying them for a refi nance loan. I recall 
an Ameriquest area manager indicating that appraisal values should regularly be 
pushed by at least 10–15 percent. 

• It was a common and open practice at Ameriquest for Account Executives 
to forge or alter borrower information or loan documents. For example, I saw 
Account Executives openly engage in conduct such as altering borrowers’ W-2 



 

32 • PART I THE SUBPRIME MARKET TAKES OFF

forms or pay stubs, photocopying borrower signatures and copying them onto 
other, unsigned documents, and similar conduct . . . 

• Account Executives regularly concealed or obfuscated that a loan was an 
adjustable rate mortgage, rather than a fi xed. In fact, it was common practice 
for Account Executives to refer to adjustable rate loans as “fi xed adjustable” 
loans.80

FOLLOW THE MONEY

People wonder why brokers and loan offi cers wanted to rip-off their customers with 
high-cost products. The answer is commissions. Think used car salespeople. In fact, 
the disreputable subprime lender FAMCO “recruited highly paid automobile sales 
representatives, who were at ease with the ‘hard sell’ but tired of the long evening 
hours and weekend work that auto sales involved.”81

Every day lenders sent brokers and loan offi cers—if they had retail operations—
rate sheets refl ecting the minimum price they would accept for each type of subprime 
product they offered. Products varied by interest rate, points, and prepayment pen-
alties. The prices took into account product features and borrower information like 
credit scores.82 Most importantly for brokers, the rate sheets spelled out the commis-
sions, called yield spread premiums (or YSPs), that brokers could earn if they steered 
borrowers to higher interest loans with prepayment penalties. Banks often had parallel 
compensation systems for their loan offi cers, called “overages,” if they induced bor-
rowers to take out loans on costlier terms. Both types of compensation were essentially 
legalized kickbacks. 

Brokers and lenders virtually never gave borrowers copies of the rate sheets or told 
them the lenders’ bottom line prices.  And, most lenders expressly prohibited disclo-
sure of their rate sheets to borrowers. Every incentive was for brokers and loan offi cers 
to use the rate sheets to steer borrowers into high-priced loan products to maximize 
their commissions.83

Some fi rms were particularly generous with their YSPs. New Century, which is 
now among the ranks of bankrupt lenders, rewarded brokers with handsome YSPs. 
Amber Barbosa, who got into the loan origination business as an employee at New 
Century, eventually became an independent mortgage broker. At twenty-eight years 
old, with no college degree, Ms. Barbosa made $500,000 a year in YSPs. She drove 
a Mercedes CLS 500 and a Cadillac Escalade and owned three pieces of property, 
including one with an ocean view. She described YSPs of $15,000 to $20,000 “as 
kickbacks.”84

YSPs and the complex loan terms that usually accompanied them had signifi cant 
effects on the price of credit. One study found that borrowers paid between $800 and 
$3,000 extra per loan if the lender paid a YSP to the broker, with an average added cost 
to borrowers of $1,046.85 Another study revealed that subprime borrowers who did 
not use brokers paid almost $36,000 less over the life of a loan than their counterparts 
who went through brokers.86

There were other pecuniary incentives for loan offi cers to steer borrowers who applied 
for prime loans to subprime products. According to Elizabeth Jacobson, formerly at 
Wells Fargo, loan offi cers in the prime division made more money if they referred 
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prime-eligible borrowers to loan offi cers handling subprime products. They would 
persuade borrowers to make the switch from prime to subprime saying that the pro-
cessing time was shorter and required less documentation and no down payment. 
Others advised borrowers not to make down payments, which then made them ineli-
gible for prime loans.87

Commissions were often based on a percentage of the loan principal, which meant 
that the larger the borrower’s loan, the larger the commission. This led loan origina-
tors to encourage borrowers to take on more debt than they had originally requested. 
Brokers and loan offi cers could also generate fees by packing in products like credit 
life insurance. 

All these opportunities for compensation were pernicious, not just because bor-
rowers paid more than they should have. By infl ating the interest rates, the size of 
the loans, and the various fees borrowers had to pay, the commissions substantially 
increased the likelihood that subprime loans would default and go into foreclosure. 
This increased risk was not insubstantial. Economists have calculated that for every 1 
percent increase in the initial interest rate of a home mortgage, the chance that a loan 
will go into default rises by 16 percent a year.88

THE RACE TO THE BOTTOM

Starting in 2003, the competition for loans to securitize got fi erce. Everyone who 
wanted to refi nance had done so, and there were more and bigger lenders fl ocking to 
the market. As one insider put it, “We ran out of borrowers. . . . Everybody that could 
qualify, anybody that could fog a mirror . . . had basically been refi nanced once, twice, 
three, sometimes four times.”89 At the same time, the spread between the interest rate 
lenders paid to borrow money and the interest rate they could charge borrowers was 
narrowing because of increased competition. 

The year 2003 was when interest rates started to rise. Borrowers were increasingly 
shut out of the mortgage market because of higher home prices and higher interest 
rates. The once-booming mortgage business stalled, leading one reporter to write, 
“Fear is rampant that the housing boom is over. . . . [W]ill the fi nancial companies that 
rode the rocket fi zzle along with their best product, mortgages?”90

Lenders were desperate for new sources of mortgages. The “solution” was the 
expansion of the market through two techniques: risky new products called “non-
traditional mortgages” and relaxed underwriting standards and loan terms, both of 
which were designed to qualify more borrowers. Most of the new, nontraditional 
mortgages combined artificially low initial payments with eye-popping monthly 
payments after a few years. This allowed lenders to qualify borrowers for loans 
based solely on the lower initial payments, without regard to whether the borrow-
ers could make higher monthly payments later on. The assumption was that the 
borrowers could always refinance out of these loans if and when their payments 
became unaffordable because housing prices would keep going up. In describ-
ing a nontraditional loan known as a hybrid ARM, New Century personnel laid 
out the risks: “Inevitably, the borrower lacks enough equity to continue this cycle 
(absent rapidly rising property values) and ends up having to sell the house or face 
foreclosure.”91
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Nontraditional Mortgages
Lenders peddled a cornucopia of risky nontraditional mortgage products to borrowers 
during the housing bubble: hybrid ARMs, interest-only loans, pay-option ARMs, and 
loans with negative amortization. The emergence of these products marked a new 
phase in the subprime market. Historically, subprime had referred to features of bor-
rowers. Typically, subprime borrowers had been people with blemished credit histo-
ries, often with signifi cant amounts of equity in their homes. In the second iteration of 
subprime lending, the word subprime shifted to describe the type of loan, not the fea-
tures of borrowers. These new products were also referred to as Alt-A or nonprime 
loans; prime loans were called A loans.

Nontraditional mortgages experienced a meteoric rise. Of these, hybrid ARMs, 
interest-only mortgages, and pay-option ARMs accounted for a growing share. Pay-
option ARMs and interest-only mortgages went from 3 percent of all nonprime orig-
inations in 2002 to well over 50 percent by 2005.92

The most common nontraditional mortgages were hybrid ARMs. By 2004 and 
continuing through 2006, hybrid ARMs represented about three-fourths of the loans 
in subprime securitizations. Hybrid ARMs had fi xed initial rates that reset into adjust-
able rate mortgages in a set number of years. Often they were called 2/28s or 3/27s; 
the two numbers referred to the respective lengths of the fi xed-rate and adjustable-rate 
periods. For example, a 2/28 had a fi xed rate for two years and then converted to an 
adjustable rate for the next 28 years, with the rate usually adjusting every six months. 
The adjustable rate was calculated by adding a “margin” to an abstruse index such as 
the London Interbank Offered Rate (LIBOR), which is the rate at which London 
banks lend to each other. For example, say that a hybrid ARM had a margin of 4 
percent and LIBOR was currently 5 percent; the adjustable rate would be 9 percent.93

Hybrid ARMs contained a hidden risk of payment shock—the risk that monthly 
payments would rise dramatically upon rate reset. The potential payment shock was 
worse than with traditional ARMs, which had lower reset rates and manageable life-
time caps. Indeed, with hybrid ARMs, the only way interest rates could go was up. 
During the housing bubble, many subprime hybrid ARMs had initial rate resets of 
three percentage points, resulting in increased monthly payments of as much as 50 
percent.94

Even more dangerous were interest-only ARMs. With these loans, borrowers only 
paid interest for an initial period of anywhere from six months to fi ve years. Once the 
introductory period expired, the borrowers’ payments went up, often substantially, for 
the same reason as hybrid ARMs, plus two more. First, after the initial period, the loan 
began to amortize and borrowers had to pay principal as well as interest. In addition, 
the principal payments were higher than they would be under a fully amortizing loan 
because there were fewer years left to pay off the principal. As a result, the payment 
shock on interest-only ARMs was often worse than on hybrid ARMs.95

The most toxic nontraditional mortgages, however, were “pay-option” or “pick-a-
pay” ARMs. These loans allowed borrowers to select among three options each month: 
(1) paying the full principal and interest; (2) paying only the interest; or (3) paying 
some set amount that was less than the interest payment. When borrowers chose 
the third option, the principal balance of their loans actually grew over time until the 
principal reached a set limit, usually around 120 percent of the original loan balance. 
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Seventy percent of borrowers with pay-option ARMs picked the minimum pay-
ment option until they hit their limit, at which point their loans were “recast.” Then 
they faced much higher monthly payments that amortized the principal, including the 
interest that had been deferred, plus interest. The monthly payments went up even 
more because the loan was amortized over the remaining loan period, not the full loan 
term. In the process, borrowers’ payments easily doubled or tripled overnight.96

The loan disclosures for pay-option ARMs typically only showed what the pay-
ments would be if borrowers made the minimum payments before recasting. With 
respect to possible, later higher payments, the disclosures often only provided a hypo-
thetical involving a $10,000 loan and let the borrowers do the math.97 Not surpris-
ingly, with their woefully defi cient disclosures and their high-risk profi le, pay-option 
ARMs were “the most likely” of all nontraditional mortgages “to default.”98

Lenders deliberately marketed pay-option ARMs to borrowers to obfuscate the 
back-end risk. For instance, Countrywide reportedly required the loan offi cers in its 
Full Spectrum Lending Division to memorize the following script: “Which would 
you rather have, a long-term fi xed payment or a short-term one that may allow you 
to realize several hundred dollars a month in savings? I am able to help many of my 
clients lower their monthly payments and it only takes a few minutes over the phone 
to get started.”99 Edward Marini, a disabled veteran who had a pay-option ARM with 
Countrywide, was left believing that his mortgage had low payments for fi ve years. 
To his surprise, three years after the closing, he learned that his monthly payment 
was about to triple from $1,300 to $3,800. The new payment amount exceeded his 
monthly income of $3,250.100

Lenders knew they were potentially putting pay-option ARM borrowers in unten-
able positions with these products that were untested in the mass market. Coun-
trywide’s chief executive offi cer, Angelo Mozilo, was quoted as saying that lenders 
were “fl ying blind on how [they would] perform in a stressed environment of higher 
unemployment, reduced values and slowing home sales.”101 That did not deter his 
company from making almost $750 billion worth of pay-option ARMs between 2004 
and 2007.102

Easy Terms and Loose Underwriting Standards
During the housing bubble, the other way lenders kept up volume was to loosen 
underwriting standards to qualify more borrowers for loans. If a down-payment 
requirement or low equity was a concern, no problem: the lender just reduced the 
minimum required equity in the home. If the borrower’s income was an issue, no prob-
lem: the lender would just do a stated-income loan.

Loans with high loan-to-value (LTV) ratios reduced the need for borrowers to 
come up with large down payments when buying homes.  Similarly, high LTV loans 
made it possible for borrowers to refi nance with little or no equity. As a result, between 
2001 and 2006, the average LTV among subprime loans increased from 79.4 per-
cent to 85.9 percent. Some loans even had LTVs of over 100 percent, meaning they 
exceeded the value of the homes that served as the collateral. Not surprisingly, loans 
with high loan-to-value ratios were more likely to default.103

Piggyback loans were another technique to reduce down-payment or minimum 
equity requirements. These loans had the added attraction of obviating the need for 
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borrowers to pay private mortgage insurance (PMI). In the past, if borrowers did not 
make down payments of at least 20 percent, they had to buy PMI, which would pay 
off the lenders if the borrowers defaulted. During the lending boom, lenders skirted 
these requirements by using piggyback loans. 

Piggyback loans worked like this: The lender gave the borrower a fi rst mortgage 
for 80 percent of the value of the home. Then it granted a second loan covering all 
or part of the difference between the fi rst 80 percent and the remaining value of the 
home. Piggyback loans and other loans with combined LTVs of 100 percent grew 
at exponential rates, reaching almost 40 percent of all subprime loan originations by 
2006.104

Piggyback loans layered another level of risk on top of subprime mortgages. When 
piggyback loans left borrowers with no equity, any depreciation in their homes put 
their loans “under water.” And if the fi rst mortgage was sold through securitization, 
the loan’s new owner often did not know that there was a “silent second” loan or that 
the home was 100 percent leveraged. Countrywide’s Angelo Mozilo wrote in an inter-
nal email that he had “never seen a more toxic product.”105

Lenders further dropped their underwriting standards in response to the fact that 
housing prices were rapidly outstripping workers’ stagnant wages. They did this by 
lowering or eliminating their documentation requirements for income, assets, and 
jobs. In a “stated-income” or low-documentation loan, applicants reported their 
income, but did not provide proof. In a no-documentation loan, the loan was under-
written with no information at all on the loan applicant’s income, stated or otherwise. 
With a NINA (no income, no assets) loan, the income and asset fi elds were left blank 
on loan applications. The only thing worse were NINJA (no income, no job, no assets) 
loans, which lenders made without any information on loan applicants’ income, assets, 
or jobs. 

At the outset, stated-income loans were limited to prime, fi xed-rate loans requiring 
higher credit scores to qualify. This changed over time as lenders abandoned their 
underwriting requirements. Estimates are that at the top of the bubble, 80 percent of 
Alt-A loans and almost 40 percent of subprime loans were low-doc or no-doc loans. 
Low-doc and no-doc loans were most prevalent in rapidly appreciating markets like 
California, Nevada, Florida, and Arizona, where high prices made it hard for borrow-
ers to qualify for loans. And like high LTV loans, stated-income and no-doc loans 
were more likely to default than full-documentation loans.106

Low-doc and no-doc loans were particularly noxious because they invited decep-
tion. They soon became known as “liar’s loans.” Borrowers could put whatever  fi gure 
they wanted down for their income and not back it up with tax returns or pay stubs. 
Likewise, examples a bound of brokers or loan offi cers who entered false income, 
asset, and job information on loan applications without borrowers’ knowledge. World 
Savings Bank, which Wachovia Corporation later purchased, allegedly qualifi ed a 
widow for a loan based on her deceased husband’s income with the knowledge that 
he was no longer alive.107 According to one study, close to 60 percent of applications 
for stated-income loans infl ated borrowers’ incomes by at least 50 percent above the 
amounts reported to the IRS.108 Another study of loans that went into default shortly 
after they were originated found that up to 70 percent of the loan applications in ques-
tion contained false information.109



 

CHAPTER 2 THE EMERGENCE OF THE SUBPRIME MARKET • 37

Lenders could have verifi ed borrowers’ income, but few bothered to do so. Not 
verifying borrowers’ income and assets made underwriting faster and cheaper. Wash-
ington Mutual allegedly promoted low-doc and no-doc loans with a fl ier stating that 
“a thin fi le is a good fi le.”110 Countrywide called its low-doc product “Fast and Easy” 
because Countrywide could issue loan approvals without having to wait for pay stubs 
or income tax returns from applicants.111

Brokers and loan offi cers often earned higher commissions on low-doc and no-doc 
loans. Fees on a $300,000 stated-income loan went as high as $15,000. A compara-
ble fi xed-rate, full-documentation loan would generate less than $5,000 in fees. No 
wonder brokers and loan offi cers often tried to steer borrowers to reduced documenta-
tion products. Borrowers often fell for the ruse, either because brokers or loan offi cers 
convinced them that they had to close the deal quickly before rates went up or because 
they liked the convenience of low-doc and no-doc loans.112

Another way to cut corners was to qualify borrowers based on their monthly pay-
ments for principal and interest without escrowing for homeowner’s insurance and 
property taxes. Historically, lenders had required borrowers to escrow insurance and 
property taxes as part of their monthly mortgage payments. Lenders would disperse 
the escrow funds when the tax and insurance bills came due. By not escrowing these 
expenses, lenders could make unaffordable loans appear affordable. The danger, how-
ever, was that when the bills for taxes and insurance came in the mail, borrowers would 
not have the money to pay them.113

As if the risk of any one of these practices or products was not enough, lenders 
began layering multiple risks. For example, a lender might combine an interest-only 
ARM with a piggyback loan and dispense with verifying the borrower’s income. Each 
of these features increased the risk of the loan. A 2008 study found that stated-income 
loans with 100 percent loan-to-value ratios were particularly treacherous and had the 
highest rates of default.114

FIGURE 2.2.
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All told, the new loan products spurred a sixfold increase in nonprime lending from 
2000 through 2005. By January 2009, outstanding subprime mortgage debt, including 
Alt-A mortgages, was close to $2 trillion.115

Crowd-Out Effect
ARMs offered lower initial monthly payments than fi xed-rate, fully amortizing loans, 
which allowed irresponsible lenders to outcompete safe lenders. Soon, banks and other 
conservative lenders came to realize that it didn’t pay to compete on fi xed-rate prime 
loans, so they expanded into the nonprime market as well. That is why hybrid sub-
prime ARMs, interest-only mortgages, and pay option ARMs captured a growing part 
of the market during the housing bubble.116

Lenders were under constant pressure to increase production “by hunting down 
more borrowers, selling more loans, and processing loans as quickly as possible.”117

This pressure led to problems at every stage of loan production. Lenders competed 
fi ercely for brokers’ allegiance. To entice brokers to throw loans their way, lenders 
scrapped their documentation requirements and slashed their approval times. One 
company, NovaStar Financial, reportedly sent a brochure to brokers trumpeting, “Did 
You Know NovaStar Offers to Completely Ignore Consumer Credit!”118

Lenders also turned a blind eye to wrongdoing by brokers. One WaMu senior 
underwriter reported noticing that a broker was targeting seniors and minorities and 
fl ipping loans. He informed WaMu’s senior management and said he was going to 
decline the next loan submitted by the broker. To his dismay, management report-
edly rejected his decision on grounds that “the broker gave WaMu a lot of loans.”119

Another executive complained that the subprime lender People’s Choice knew about 
broker fraud, but “calculated that it would have been too complicated and expensive 
to go after [it].”120

Lenders set up incentive systems for loan offi cers, rewarding those who met min-
imum production goals with lavish vacations and bonuses. One former Ameriquest 
employee described “the drive to close deals and grab six-fi gure salaries” as lead-
ing “many Ameriquest employees astray. They forged documents, hyped customers’ 
creditworthiness and ‘juiced’ mortgages with hidden rates and fees.” A loan offi cer 
from Ameriquest reported coming across “co-workers using a brightly lighted Coke 
machine as a tracing board, copying borrowers’ signatures on an unsigned piece of 
paper.”121 A former employee at WaMu said “she coached brokers to leave parts of 
applications blank to avoid prompting verifi cation if the borrower’s job or income was 
sketchy.”122 In Los Angeles, the FBI uncovered a document forger who created false 
W-2s, pay stubs, and other documents verifying borrowers’ credit, employment, and 
identifi cation for use by over 100 mortgage professionals.123

In the frenzy, lenders “lost sight of the basic tenets of underwriting and risk.” A 
quality assurance manager at one lender described his company as “going through the 
motions” of risk management during the “free for all to approve loans by the thou-
sands.” The most graphic description of the breakdown in risk management came 
from a former WaMu underwriter, who said, “If you had a pulse, WaMu would give 
you a loan.”124

It was loan underwriters’ job to review loan fi les for creditworthiness and rule out 
fraud, but they rarely had enough time to thoroughly review fi les, given the constant 



 

CHAPTER 2 THE EMERGENCE OF THE SUBPRIME MARKET • 39

pressure to approve loans. In addition, lenders increasingly overrode underwriters’ loan 
decisions by making “exceptions” to the underwriting criteria. Underwriters claimed 
that when they nixed loans as too risky, senior management would reverse their deci-
sions and approve the loans as exceptions. Sometimes refusal to approve a loan would 
be grounds for disciplinary action or retaliation against an underwriter.125 At New 
Century, one underwriter told of a salesman who hit her desk with a baseball bat when 
she “cut” his deal. The same underwriter reported that she was “constantly told ‘If you 
look the other way and let an additional three to four loans in a day that would mean 
millions more in revenue for New Century over the course of the week.’”126 Lenders 
used carrots as well as sticks. At some companies, underwriters who met or exceeded 
their targets for loan approvals earned bonuses as high as $5,000 per month.127

Some subprime lenders outsourced loan underwriting to contract underwriters for 
as little as $10 per loan application. With such low fees, it was not cost-effective to 
verify incomes and evaluate credit risk carefully. As a result, contract underwriters had 
economic incentives to dispense with careful verifi cation of borrowers’ eligibility for 
credit and deceive participants down the line about the risks of subprime loans. 

In a 2006 review of a sample of loans with early defaults, Fitch Ratings uncovered 
compelling evidence of a “race to the bottom” in underwriting. Fitch concluded that 
“in many instances, misrepresentations and altered documentation [were] evident in 
the physical fi les.” It found that “loan fi les of borrowers with very high [credit] scores 
showed little evidence of a sound credit history but rather the borrowers appeared 
as ‘authorized’ users of someone else’s credit.” In other fi les, they found errors in the 
calculation of borrowers’ debt-to-income ratios, incomes reported in low-doc and no-
doc loans that were “unreasonable,” and “substantial numbers of fi rst-time homebuyers 
with questionable credit/income.” One fi le included an admission by the borrower 
that he was a “ ‘straw buyer’ in a property fl ipping scheme.” Fitch concluded that “poor 
underwriting processes did not identify and prevent and, therefore, in effect, allowed 
willful misrepresentations by parties to the transactions, which . . . exacerbated the 
effects of declining home prices and lax program guidelines.”128

A 2009 study by the General Accountability Offi ce confi rmed the deterioration in 
loan quality. With every vintage, the percentage of subprime loans defaulting within 
three years got worse. For loans originated in 2004, the three-year default rate for 
loans was 5 percent. For loans originated in 2005 that rate was 8 percent, and for 2006 
loans, the rate rose to 16 percent.129

The crowd-out effect also drove out affordable loans designed for borrowers with 
weak credit. Throughout the subprime boom, the Federal Housing Administration 
(FHA) and Veterans Affairs (VA) offered safer and cheaper alternatives to subprime 
loans.  However, as subprime loan products proliferated, FHA and VA loans lost favor. 
From 1999 through 2006, for example, FHA’s market share by dollar volume fell from 
7.96 percent to 1.75 percent. VA loans experienced a similar drop. In 2005 alone, the 
volume of FHA loans fell 39 percent, and VA loans fell 30 percent.130

There were many reasons for this decline. Government loan programs required 
detailed documentation and down payments and capped the size of eligible loans. 
FHA and VA loans were slower to process because of paperwork requirements and 
mandatory inspections. For some borrowers, the loans may have seemed like a hassle. 
Brokers also had lots to gain from putting borrowers in subprime loans with their high 
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fees and reduced documentation, and lots to lose if they offered FHA and VA loans. 
The suppression of safe substitutes for subprime loans during the housing bubble was 
one more indication that subprime loans had crowded out prime loans.131

The crowd-out effect also tilted Fannie Mae and Freddie Mac toward buying 
increasingly dangerous loans. In 2003, the GSEs dominated the issuance of mort-
gage-backed securities, with 78.4 percent of the market. Just two years later, in 2005, 
their combined market share had plummeted to 44.7 percent, a drop of 42 percent, 
as lenders sold more and more loosely underwritten loans to the private-label market. 
In response to this shift and under pressure from Congress to make more loans to 
low- and moderate-income borrowers, the GSEs made a conscious decision to push 
deeper into the subprime market, buying ever riskier loans for securitization, including 
stated-income loans, balloon loans, and loans with high LTVs.132 Fannie Mae also 
purchased Countrywide’s Fast and Easy low-doc loans. Initially, Countrywide had 
required Fast and Easy borrowers to have high FICO scores and down payments of at 
least 10 percent. Over time, however, Countrywide relaxed its requirements for low-
doc loans and, despite these changes, Fannie Mae continued to buy them.133 In the 
words of the former loan-servicing director for Fannie Mae, the company “didn’t know 
what [it was] buying . . . The system was designed for plain vanilla loans, and we were 
trying to push chocolate sundaes through the gears.”134

PASS THE TRASH

In theory, lenders and brokers should have shied away from making abusive loans 
because their reputations and their solvency were at stake. Yet none of these con-
cerns proved to be roadblocks. Brokers exploited borrowers and left town when 
homeowners or enforcement agencies were on their trail. States lacked any strong 
requirement that brokers be capitalized or bonded, which effectively made brokers 
judgment-proof. 

Lenders should have worried even more that bad lending would hurt their business. 
After all, lenders had substantial assets that borrowers could go after and reputations 
to preserve. The risk of lawsuits and damage to reputation didn’t seem to sway sub-
prime lenders, however. Until the mortgage crash, even lenders who were embroiled in 
massive, nationwide lawsuits were able to stay in business. CitiFinancial, Ameriquest, 
and other major subprime lenders survived well-publicized consumer litigation and 
managed to keep their lending shops open. And, despite the bad press, borrowers still 
fl ocked to them for loans, and capital markets continued to fi nance their lending. 

The reason subprime lenders did not worry about their solvency was securitiza-
tion.  Securitization allowed lenders to shift most of the default risk on to investors, 
who bore the fi nancial brunt if the loans went belly-up. In other words, lenders could 
“pass the trash.” In the past, when most mortgage lenders were regulated banks and 
thrifts that held their loans in portfolio, lenders took care when underwriting loans. 
Back then, default was a serious fi nancial event. With securitization, lenders—both 
regulated and unregulated—could roll the loans off their balance sheets. As New 
Century’s bankruptcy examiner explained: “So long as investors continued to be will-
ing to purchase New Century loans, New Century apparently did not believe it needed 
signifi cantly to improve loan quality.”135
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Securitization also altered the compensation structure of subprime lending. Lend-
ers made their money on upfront fees collected from borrowers and the cash proceeds 
from securitization offerings, not on the interest payments on loans. This gave lenders 
the security of being paid in advance, instead of having to wait for uncertain monthly 
payments over the life of loans. As a result, lenders had even less reason to care about 
how well their loans performed. Instead, all that mattered was generating fees and 
quickly getting the loans off their books. 

Some lenders even had two sets of underwriting standards: high standards for loans 
they kept on their books and lax standards for ones that they securitized. Researchers 
have confi rmed the moral hazard problems created by securitization. When lenders 
sold loans to outside buyers, the loans were more likely to default. This suggests that 
lenders were more careful about the default risks if they had formal relationships with 
the purchasers of their loans, for example, if the lenders and purchasers were owned by 
the same holding company. One of the most compelling studies compared function-
ally equivalent subprime loans, some of which fell just below the threshold for securi-
tization (a FICO credit score of 620)136 and those with scores just above the threshold. 
These loans should have had similar default rates. Instead, the authors found that the 
loans right above the 620 threshold—the ones more likely to be securitized—had 
higher rates of default. These results were strongest for stated-income loans, where the 
borrowers’ true incomes were unknown.137 Another study compared loans that were 
sold through securitization with those held in banks’ portfolios. Overall, the loans that 
lenders sold on the secondary market did not perform as well.138 An obvious conclu-
sion from these studies is that lenders were less concerned with carefully underwriting 
loans that they knew were going to be securitized.139

WHAT ABOUT THE BORROWERS?

Without a doubt, most borrowers with subprime loans would have been better off 
with loans on better terms or with no loans at all. It is natural, then, to ask why bor-
rowers ever agreed to ridiculously expensive subprime loans. 

For one thing, many borrowers lacked full information when choosing subprime 
loans. Subprime loans were known for their complexity. The loans had multiple mov-
ing parts, from interest rates that depended on the interest rate that London banks 
charged each other to dozens of different fees. 

Complexity made it diffi cult for borrowers to determine the true cost of loans, 
which made it hard to comparison-shop. Plus, lenders and brokers were unwilling 
to give fi rm price quotes when borrowers were shopping for subprime loans. Federal 
mortgage disclosures were too outmoded, complicated, and late to help consumers 
shop or to alert them to the back-end risks of toxic ARMs.140

People fell for abusive subprime loans for another reason: information overload.
When people have to evaluate deals with multiple features, they tend to focus on one 
or two features. There is simply too much information to consider all the variables. In 
the case of subprime loans, people often concentrated on the initial interest rate or the 
initial monthly payment. Behavioral economists call these rules of thumb “choice heu-
ristics.” Choice heuristics can lead consumers to make decisions that are not in their 
best interests. Subprime lenders and brokers exploited these behavioral tendencies by 
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offering complex products to borrowers and then directing them to consider only the 
initial monthly payment: was it more or less than what they were paying and could 
afford? Many borrowers, suffering information overload, would latch on to the initial 
monthly payments for exotic ARMs in the mistaken belief that lenders and brokers 
were acting in their best interests.141 What they did not know, though, was that their 
monthly payments could ultimately soar.

Overoptimism was another reason that borrowers took out subprime loans. People 
tend to look on the bright side. This can lead them to misjudge their ability to afford 
future increases in their mortgage payments. People also place excessive importance 
on immediate gains while discounting potential future losses. In the mortgage context, 
empirical studies have found that when consumers look at a loan amount and payment 
schedule, they tend to underestimate the cost of the interest rate they will pay.142 This 
explains why people might have preferred loans that put cash in their pockets over 
no-cash-out loans with lower interest rates and fees that would have reduced the odds 
they would lose their homes.143

Whether you call it predatory, nontraditional, Alt-A, nonprime or subprime lend-
ing, making loans with terms that borrowers could not understand or afford was a 
recipe for disaster. It was with these loans that the subprime virus took off. 

FIGURE 2.3.
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A Rolling Loan Gathers No Loss

If lenders had kept their subprime loans on their books, they probably would have 
made fewer loans and taken greater care with the ones they made. With securitiza-

tion, however, they could write risky loans and shed them quickly for cash. The buyers, 
mostly Wall Street banks, converted the loans into securities and passed the risk onto 
investors. That risk then “went viral” with the creation of trillions of dollars in complex 
credit derivatives built on subprime loans. Commercial banks, investment banks, 
insurance companies, hedge funds, pension plans, and governments around the world 
bought subprime derivatives, which depended on one thing: the timely payment of 
U.S. subprime mortgages. When that edifi ce cracked, the structure of private-label 
securitization came tumbling down.

Securitization did not even appear in Webster’s dictionary until 1981.1 Although 
the word is still in its infancy, most people in the United States sense that securitiza-
tion had something to do with the subprime crisis. This chapter introduces readers to 
the process of securitization and to the actors who helped convert mortgage loans into 
complex fi nancial instruments. It then explains how that process went haywire despite 
warnings to the market and the government years in advance.

A THUMBNAIL SKETCH OF SECURITIZATION

At its core, securitization is rather simple. Investors provide lenders with capital to 
make mortgages or other loans. In return, the investors receive bonds backed by the 
loans.

During the credit boom, there were two main branches of residential mortgage 
securitization: agency securitization and private-label securitization. Agency securi-
tization refers to the securitization of loans by Fannie Mae and Freddie Mac. His-
torically, loans meeting Fannie’s and Freddie’s requirements for purchase were called 
conforming loans. Private-label securitization fi nanced non-conforming loans, such as 
subprime loans and jumbo prime loans, and was orchestrated by Wall Street fi rms. In 
this chapter, we will primarily be concerned with private-label securitization. 
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When a lender made a subprime loan with an eye to securitization, typically it sold 
the loan to an investment bank, whose function was described as the arranger, sponsor, 
or underwriter. We use the term arranger in this book. The job of the arranger was to 
convert loans into securities. 

In a typical securitization, the arranger bundled a group of loans into a pool and 
created bonds out of the loan pool. These bonds were called residential mortgage-backed 
securities (RMBS) because they were backed by collateral consisting of the loans in the 
loan pool. Rating agencies then rated the bonds based on the expected likelihood of 
default. Once the arranger had the ratings in hand, it priced the securities and read-
ied them for sale. Ultimately, the loans were transferred to a special purpose vehicle 
(SPV), which usually took the form of a trust. The SPV insulated the loans from 
seizure by the lender’s creditors in case the lender became insolvent. Then the trust 
issued the securities and sold them to investors through broker-dealers, who often 
were affi liates of the arranger. Other entities, the servicers, did the heavy lifting of 
collecting the payments from borrowers, paying taxes and insurance, forwarding funds 
for disbursement to investors, and managing the loans. A fi nal entity, the trustee for 
the trust, was typically some other Wall Street investment bank that sent the payments 
on the bonds to the investors. 

Arrangers
Arrangers of private-label securitizations were usually investment banks. In 2007, 
Lehman Brothers, Bear Stearns, Morgan Stanley, and JPMorgan Chase were the top 
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four arrangers of private-label securitizations. In a few cases, such as Countrywide, 
lenders directly issued their own securitization offerings. 

Arrangers needed a constant fl ow of loans to generate securitization fees. One way 
they achieved this was by buying subprime lenders outright. Another way was by pro-
viding lenders with warehouse lines of credit to fund the loans they made. In return, 
the lenders granted the arrangers the right to purchase the loans. These warehouse 
lines were signifi cant. At its peak, New Century had over $14 billion in warehouse 
lines from banks and other sources. 

Arrangers also struck “selling forward” deals in which they agreed to buy loans 
from lenders, subject to stipulations, before the loans were made. For example, a lender 
might agree on October 1 that on December 1 it would deliver 2,000 adjustable-rate 
mortgage loans with an average interest rate of 6 percent, of which half would be 
subject to a prepayment penalty. The sales price was usually the face value of the loans 
plus a few percentage points. Based on stipulations regarding the characteristics of the 
loans, an arranger might agree to pay 102.25 percent of the original loan principal. In 
other words, the purchaser would agree in advance to pay the amount of the principal 
plus 2.25 percent. If the loans actually delivered had a slightly higher or lower average 
interest rate, the stipulations would specify an adjustment to the premium that was 
added to the principal.

Lender Representations and Warranties
When arrangers purchased loans, they required lenders to provide them with repre-
sentations (reps) and warranties about the quality of the loans. These reps and war-
ranties included assurances that the loans complied with state and federal laws and 
satisfi ed stated underwriting criteria. To further sweeten the deals, lenders agreed to 
recourse clauses, in which they promised to buy back loans that violated the reps and 
warranties or that went into early default. Recourse clauses lulled some investors into 
believing that they did not have to carefully review the actual loans. After all, the 
thinking went, if a loan violated the reps and warranties the lender would have to 
repurchase it.

Reps and warranties were only as good as the promises they made. For example, 
failing to confi rm a borrower’s income did not violate the reps and warranties unless 
the lender specifi cally stated that it verifi ed borrowers’ incomes.

Due Diligence
Arrangers did not rely on reps and warranties alone when buying loans. To assuage 
investors and ensure that the securities would receive the highest, investment grade 
ratings, arrangers commissioned due diligence reviews of loan pools. Generally, they 
hired outside due diligence fi rms that would review a sample of loans in a pool to 
confi rm that the loans met the lenders’ underwriting standards and procedures. Ideally, 
due diligence fi rms also verifi ed information on borrowers’ applications and made sure 
that all the loan documents were in order. These fi rms would then report their fi ndings 
to arrangers for use in securities disclosures. This due diligence review was the only 
time that individual loan fi les normally received outside scrutiny during the securitiza-
tion process. 

With the growth of subprime lending and exotic new loan products, arrangers 
should have intensifi ed their due diligence reviews. Instead, due diligence became 
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perfunctory. During the subprime bubble, the quality of due diligence reviews 
declined, and so did the number of loans that underwent review. In 1995, due diligence 
reviewers sampled up to 30 percent of the loans in a loan pool. In 2005, arrangers were 
instructing due diligence fi rms to review only 5 percent.2

Other developments around the same time contributed to the decline in the quality 
of due diligence reviews. With the emergence of no-doc and low-doc loans, borrow-
ers’ loan fi les often did not contain paystubs or tax returns proving their income. In 
those cases, due diligence fi rms could not verify borrowers’ stated incomes based on 
the loan fi les. 

Due diligence also took on a new meaning. In the past, due diligence had 
focused on the quality of loans, including borrowers’ ability to repay their loans. As 
subprime lending accelerated, the inquiry narrowed to the single question: did the 
loan adhere to the lender’s guidelines? If the guidelines did not require a hard-nosed 
assessment of a borrower’s ability to repay, then the due diligence review did not 
look at that issue.3

Like others in the securitization food chain, the people who conducted due dili-
gence reviews were under constant pressure to sign off on dubious loans. For example, 
one employee of the due diligence fi rm Watterson-Prime, whose chief client was the 
now-defunct Bear Stearns, claimed that she rejected loans only to be overruled by her 
supervisors. According to the employee, 75 percent of the loans she rejected ultimately 
made it into subprime loan pools. When she showed her supervisors loan fi les that 
lacked proof that the borrowers made the incomes reported on their applications, her 
supervisors responded, “Oh, it’s fi ne. Don’t worry about it.”4

A key feature of any due diligence report was information on the number of loans 
that fl unked the underwriting criteria specifi ed in the lender’s reps and warranties. 
These loans were called “exceptions” and were more likely to default for obvious 
reasons. By 2006 and 2007, in some securities offerings, the number of exceptions 
exceeded the number of loans that met the lender’s underwriting standards. In some 
deals, up to 80 percent of loans were exceptions.

Lenders came up with various justifi cations for deviating from their underwriting 
standards. For example, New Century allowed exceptions for people who demon-
strated pride of ownership by keeping their homes in better shape than their neigh-
bors.5 When due diligence fi rms brought high exception rates to arrangers’ attention, 
their concerns were often dismissed. One executive at a major due diligence fi rm com-
plained that people at his company felt like “potted plants” as they watched investment 
banks scoop up mortgages that fl unked due diligence reviews.6

Lenders had strong incentives to stuff in exception loans with “good” loans that 
were destined for securitization, and so did arrangers. First, passing the trash made it 
easier for all concerned to satisfy investors’ demand for subprime RMBS. Otherwise, 
they had to fi nd a replacement for every loan they rejected from a pool. Another reason 
arrangers threw rotten apples in with the good had to do with their contracts with 
lenders. It was “a generally accepted practice” for arrangers and lenders to negotiate a 
cap on the percentage of loans that an arranger could return to a lender.7 New  Century, 
for example, extracted promises from investment banks to reject no more than 2.5 
percent of the loans they purchased.8 These agreements provided lenders like New 
Century with incentives to slip bad loans into pools. 
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Arrangers counted on investors and rating agencies not to notice suspect loans. It 
helped that arrangers kept the due diligence reports mum. As we write this book, the 
New York attorney general, with the cooperation of a leading due diligence fi rm, is 
investigating reports that investment banks withheld damaging information in due 
diligence reports from rating agencies and investors. Allegedly, “Some Wall Street 
fi rms concealed information about exceptions . . . in a bid to bolster ratings of mort-
gage securities and make them more attractive to buyers.”9

Structuring the Bonds

Purchasing and reviewing loans were just two of the tasks of arrangers. Their main job 
was carving the principal and interest payments from borrowers into tranches (which 
is French for slices). Each tranche had its own bond, with its own yield, maturity date, 
and level of risk. A single deal could have over twenty tranches. The top tranche was 
the safest, with the lowest interest rate, and was paid off fi rst. The tranche right below 
the senior tranche was paid off next and had a slightly higher risk with a slightly 
higher interest rate. And so it went down the line to the last tranche, the junior tranche 
or equity tranche. The equity tranche was the last to be paid, offered the highest inter-
est, and was the fi rst to absorb losses if borrowers defaulted.

The rating agencies assigned ratings to each of the tranches, using a unique combi-
nation of upper- and lower-case letters. For example, Standard & Poor’s usually gave 
the top tranche a AAA rating; Moody’s used Aaa. The next highest tranche received 
an AA, while the medium risk (mezzanine) tranches were ranked A to BBB. Any 
tranche rated BB or lower was below investment grade. The equity tranche was not 
rated at all. Often lenders owned the equity tranche. The theory was that if lenders 
held the riskiest tranches, they would exercise more caution when underwriting loans. 
However, as we discuss later on, lenders fi gured out how to hedge the equity tranches 
or sell them for resecuritization and unload that risk.10

Arrangers had other responsibilities, too. They had to create the trusts that would 
hold the assets and issue the securities. They drafted prospectuses and offering mem-
oranda that informed investors about lenders’ underwriting criteria and the risks asso-
ciated with the securities. They also made other needed fi lings with the Securities 
and Exchange Commission (SEC) and ensured that all of the necessary regulatory 
approvals were obtained. 

Arrangers made millions of dollars on every deal they put together. Underwriting 
fees were usually at least 1 percent of the value of the collateral and deals were in 
the billions of dollars. To get a sense of the total magnitude of this compensation, 
arrangers underwrote $2.1 trillion in subprime mortgage-backed securities between 
2000 and 2007. One percent of $2.1 trillion is a very large number.11

Rating Agencies
Arrangers worked closely with the three big rating agencies, Standard & Poor’s 
(“S&P”), Moody’s, and Fitch, whose task it was to grade each tranche based on the 
credit risk associated with that security. In rating mortgage-backed securities, the 
agencies relied on data from arrangers about the loans and the borrowers. These data 
included borrowers’ credit scores, loan-to-value ratios, whether the borrowers docu-
mented their incomes, whether the properties were owner-occupied, and whether the 
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loans were used to refi nance an existing loan or to buy a home. The rating agencies also 
reviewed the lenders’ reps and warranties and their reputations. Using this informa-
tion, the agencies calculated the default risk for each of the tranches. 

In rating RMBS, the rating agencies lacked one key source of information: the due 
diligence reports. The agencies maintained that “due diligence duties belonged to the 
other parties in the process.”12 On some occasions, rating agencies did request due 
diligence reports from arrangers, but were turned down.13

The SEC designated all three rating agencies Nationally Recognized Statistical 
Rating Organizations (NRSROs). For arrangers, garnering top ratings on mortgage-
backed securities from one or more of these NRSROs was critically important. They 
prized a rating agency’s NRSRO status because state and federal laws prohibited 
banks, insurance companies, and pension plans from investing in securities that did 
not have investment grade ratings from an NRSRO.14

The law conferred another important benefi t on rating agencies that other mar-
ket participants like securities analysts and accounting fi rms did not enjoy. They had 
immunity from broad swaths of legal exposure under the First Amendment and fed-
eral securities law. Practically, this meant that rating agencies could evaluate risks, 
give opinions on those risks through ratings, and not have to answer for their errors 
in judgment.15

No bond issue could earn a AAA rating without protections known as credit 
enhancements. Credit enhancements were supposed to minimize risk to investors by 
creating a cushion to absorb losses in the event of widespread defaults. These enhance-
ments together with strong ratings were designed to give investors confi dence to invest 
in the securities. Credit enhancements included overcollateralization, where the total 
balance of the principal of the loans exceeded the outstanding principal balance on the 
securities, and excess spread, where the interest payments from borrowers exceeded the 
interest owed to bondholders. 

Bond insurance was another common form of credit enhancement. Issued by mon-
oline insurers, such as Ambac and MBIA, bond insurance kicked in if the mortgage 
payments on a pool of loans fell too low to pay the trust’s obligations to investors. 
The top bond insurers had vaunted AAA ratings and were considered “good for the 
money.” At least one major bond insurer reportedly never expected to have to pay out 
on its policies and did not review the quality of the mortgages backing the securities it 
insured, something that only came to light in 2009.16

For many years, rating agencies functioned in the shadow of subprime securitiza-
tion. Their role in the crisis did not become apparent until journalists and regulators 
began to dig deeper. Startling evidence of poor judgment eventually came to light. For 
example, from 2000 through 2006, Standard & Poor’s took the position that piggy-
back loans—those with simultaneous second mortgages—were just as safe as loans in 
which borrowers had equity in their homes. This defi ed common sense. When S&P 
later discovered that piggyback loans were 43 percent more likely to default than other 
loans, it still did not downgrade securities backed by piggyback loans, saying it “had to 
further monitor the performance of loans.”17

Speed was the name of the game at the peak of subprime. This encouraged 
less-than-careful work by rating agency analysts. Inundated with requests to assess 
new issues from arrangers, the agencies could not keep up. Sometimes the deadlines 
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were so tight that analysts only had one day to evaluate submissions from arrangers.18

According to the SEC, an analytical manager at one fi rm warned in an internal email: 
“We ran our staffi ng model assuming the analysts are working 60 hours a week and we 
are short on resources. . . . The analysts on average are working longer than this and 
we are burning them out.”19

The problems at the rating agencies were not limited to fl awed assumptions 
and overwork. An even bigger issue was their compensation system. In the past, 
rating agencies made money by selling their ratings to investors for use in their 
investment decisions. Having investors, not arrangers, pay for ratings was key to 
rating agencies’ objectivity because, as a former Moody’s vice president said in 
1957, “We obviously cannot ask payment for rating a bond. To do so would attach 
a price to the process, and we could not escape the charge . . . that our ratings are 
for sale.”20

Despite this admonition, in the 1970s the SEC began allowing arrangers to pay the 
rating agencies for rating the securities they were underwriting. Suddenly, the agencies 
were beholden to Wall Street for revenue.21 An employee from Standard & Poor’s 
structured fi nance division captured this mentality in an email saying that a deal “could 
be structured by cows, and we would rate it.”22

The rating of a mortgage-backed security garnered fees that were four or fi ve 
times the fees from rating a municipal bond offering. These fees propelled Moody’s 
average profi t margin to 53 percent.23 From 2000 to 2006, Moody’s had a 375 per-
cent increase in profi ts, and its stock value increased fi vefold.24 The compensation 

FIGURE 3.2.
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structure, along with arrangers’ ability to shop for ratings, led to ratings infl ation. 
Eighty percent of securities backed by subprime mortgages were rated AAA, and 95 
percent were rated A, AA or AAA.25 As one Moody’s employee reportedly wrote in 
an email, the ratings suggested incompetence or that the fi rm had “sold [its] soul to 
the devil for revenue.”26

Rating agencies snared business by satisfying their customers. In doing so, they 
did put their ratings up for sale. According to New York Times reporters, rating agen-
cies were collaborators who worked “behind the scenes, with the underwriters that 
were putting . . . securities together.” The reporters explained that underwriters didn’t 
“assemble a security out of home loans and ship it off to the credit raters to see what 
grade” it would get. Rather, underwriters “work[ed] with rating companies while 
designing a mortgage bond or other security.”27 The rating analysts would advise the 
arrangers “how to structure the bonds to achieve maximum triple-A ratings.”28 The 
agencies also provided software that originators, investment banks, investors, mort-
gage insurers, and other entities could use to get a sense of what it would take for a deal 
to receive an investment grade rating.29 Arrangers could plug various numbers into the 
software until they came up with a structure that would generate a AAA rating for the 
top tranche. This practice enabled investment banks to “game” the system.30

Arrangers wielded a great deal of power. The rating agencies needed their business, 
and most of that business came from a handful of arrangers. In the RMBS market, 
a dozen arrangers were involved in 90 percent of the deals.31 According to industry 
insiders, arrangers would shop among the rating agencies to see who would give them 
the best rating on their securities. This practice was known as “maximizing value” or 
“best execution.”32 In the drive to secure business, fi rewalls designed to insulate rating 
agency analysts from infl uence broke down. An SEC report revealed internal emails 
from one rating agency suggesting that analysts should consider the impact of changes 
to their ratings methodology on the fi rm’s market share. The same report told of ana-
lysts being involved in discussing the agency’s fees with arrangers and sometimes even 
participating in fee negotiations. 33

Arrangers actively lobbied analysts, hoping to infl uence their ratings. Raymond 
McDaniel, the chief executive offi cer of Moody’s, reportedly described this phenom-
enon to his board of directors in a memo discussing “ratings erosion by persuasion.” 
McDaniel explained that analysts and managing directors were “continually ‘pitched’ by 
bankers, issuers, investors . . . whose views can color credit judgment, sometimes improv-
ing it, other times degrading it (we ‘drink the kool-aid’).”34 Drinking the Kool-Aid 
often meant “adjusting the criteria . . . because of the ongoing threat of losing deals.”35

To their credit, some rating analysts refused to succumb to pressure from arrangers. 
Such refusals could generate calls from irate arrangers who would ask the agencies to 
assign a new analyst to rate the deal. The Wall Street Journal reported that clients of 
Moody’s who complained about the conclusions Moody’s analysts reached on deals, at 
times, had their reviews transferred to other analysts. Countrywide had a reputation 
of complaining to Moody’s that its assessments of Countrywide’s issues were “too 
tough.” Moody’s response was to “soften[] its stance on Countrywide securities . . . 
even though no new and signifi cant information had come to light.”36

In 2008, the SEC investigated rating agencies’ processes and found numerous 
problems. The agencies used ratings criteria that they had never published. They failed 
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to document their policies and procedures for rating subprime bonds, and had no 
method for detecting errors in their models. One of the more alarming fi ndings was 
that the agencies sometimes deviated from their own models in a practice known as 
“ ‘out of model’ adjustments” when issuing ratings. These adjustments tamped down 
the losses that the agencies’ models otherwise would have predicted. When the SEC 
asked about these deviations, the staff at the agencies was not always able to offer an 
explanation. The fate of billions of dollars turned on these inexplicable ratings.37

As authors of a New York Times op-ed put it, “In pursuit of their own short-term 
earnings,” the rating agencies “did exactly the opposite of what they were meant to do: 
rather than expose fi nancial risk they systematically disguised it.”38

Selling the Securities
Once the arranger worked out the details of a securitization, it parked the loans in an 
SPV that was the actual issuer of the securities. Broker-dealers then stepped in and 
marketed the securities to investors. Selling mortgage-backed securities was a lucrative 
business, with revenues consisting of a cut of the sales proceeds in the form of dis-
counts, concessions, or commissions.39

It was not unusual for broker-dealers to hold some of the securities, either as invest-
ments or because there was no market for a particular tranche. Sometimes investors 
rejected the top tranche because the yield was too low. At other times, arrangers like 
Merrill Lynch held on to senior tranches in the mistaken belief that the tranches were 
“shielded from falls in the prices of mortgage securities.”40 Citigroup made the same 
mistake. In 2008, Citigroup ended up with $20 billion in senior mortgage-related 
securities on its books even after taking write-downs on some of those securities of up 
to 80 percent.41 Both companies suffered grievous losses as a result. 

Servicers
Servicers were key players in securitizations. They collected and processed borrowers’ 
mortgage payments and passed the monthly loan proceeds on to the trust after taking 
out their servicing fees and any escrow payments for real estate taxes and insurance. 
The trustee then distributed the principal and interest payments to the investors. 

Loan servicers got a nice piece of the subprime pie. Some of their revenue consisted 
of a cut of the interest that borrowers paid on loans. For prime, fi xed-rate loans, this 
was usually 0.25 percent of the loan amount. For subprime loans, it was usually 0.50 
percent. ARMs garnered even higher fees because servicers had to process the various 
rate adjustments over time. For FHA loans, VA loans, and subprime loans, the ser-
vicers’ cut was also substantial because these loans were more likely to go into default 
and required more servicing. 

Servicers had other sources of revenue as well. They were allowed to retain late fees 
and received additional compensation if they met performance goals for loss mitiga-
tion. These fees were not benign. They created an incentive for servicers to delay post-
ing payments and employ aggressive tactics to get borrowers to come up with money 
for their loan payments.42

CDOs and Their Cousins
Residential mortgage-backed securities were simple compared to what came next. 
Wall Street began concocting collateralized debt obligations (CDOs), which involved 
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pooling tranches of bonds and converting them into new securities. Drexel Burnham 
Lambert invented CDOs in the late 1980s as a way to unload corporate bonds. Only 
later did the model expand to mortgage-backed securities. In a process that paralleled 
the securitization of mortgages, arrangers constructed CDOs by taking lower-rated 
tranches of mortgage-backed securities (including junk RMBS), pooling those 
tranches, and dividing the pool into a new set of tranches for sale to investors. Alter-
natively, arrangers built “synthetic” CDOs out of sellers’ obligations to pay on credit 
default swaps on subprime bonds.

Rating agencies reviewed the CDOs and gave the senior tranches AAA ratings. 
Just as with mortgage-backed securities, the top tranche carried the least risk and 
offered a lower yield than the junior tranches. For CDOs, the rating process was 
somewhat different than for RMBS. A CDO’s assets were actively managed and were 
constantly changing. As a result, rating fi rms could not base their ratings on the assets 
that were actually backing a CDO.  Instead, they reviewed the restrictions on the col-
lateral the CDO was permitted to hold and used this information to make judgments 
about the risks associated with each tranche of the CDO.43

The complexity ran riot with the resecuritization of CDO tranches. CDOs were 
pooled and tranched into CDOs2 and CDOs2 were resecuritized into CDOs3. The 
astonishing thing about CDOs (whether they were plain, squared, or cubed) was that 
the underlying bonds could be junk, yet the top tranche of any CDO could carry a AAA 
rating. Essentially, CDOs purported to make steak out of chicken. Arrangers pooled 
tranches of mortgage-backed securities with low or no ratings (the chicken) and sliced 
those pools into tranches, with the top tranche earning a AAA rating (the steak). 

FIGURE 3.3. 
Drawing by Kagan McLeod.
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It was too good to be true. Just because a CDO had a AAA rating didn’t mean the 
assets backing it were top fl ight. Up to 80 percent of CDOs had AAA ratings, even 
though as many as 70 percent of the underlying RMBS had ratings below AAA.44 All 
a AAA rating meant was that the AAA tranche would get paid fi rst. Being fi rst in line 
is irrelevant, however, if there is nothing to get. That is exactly what happened. When 
droves of subprime mortgages went into default, the most junior mortgage-backed 
securities received no payments and neither did the CDOs containing these tranches, 
regardless whether those CDO tranches were rated AAA or D. CDOs had other 
problems. Some CDOs were formed and sold before arrangers had assembled all the 
collateral that would go into the pool. This meant that investors had to trust arrangers’ 
assurances about what would go into the pools, with no ability to verify the collateral 
before deciding to invest.45

Lack of diversifi cation was another issue. Some pools contained as few as twenty 
assets. And even CDOs with hundreds of different assets could lack diversity if most 
or all of the assets came from the same sector, such as residential mortgage-backed 
securities. This was not a hypothetical concern. According to one report, RMBS grew 
from making up 43.3 percent of CDO portfolios in 2003 to 71.3 percent in 2006. In 
some cases, RMBS represented 90 percent of CDOs’ portfolios. So much for CDOs 
as risk-diversifying instruments.46

Mortgage-related CDOs and their squared and cubed cousins were scarce until the 
mid-1990s, when JPMorgan Chase dove into the market. At the top of the market 
in 2006 and 2007, banks issued over $200 billion worth of CDOs backed by risky 
mortgage-backed securities.47 The underwriting fees were astronomical, with some 
arrangers garnering 2.5 percent of the value of a CDO offering. Citigroup alone issued 
$20 billion worth of CDOs in 2005. Merrill Lynch bested Citi in 2007, creating more 
than $30 billion in mortgage-backed CDOs in just seven months.48

Investors fl ocked to CDOs. During the housing bubble, hedge funds bought over 
45 percent of CDOs; insurance companies, banks, and asset managers held most of 
the rest. As would be expected, banks held the top-rated tranches, while hedge funds 
preferred the equity tranches.49

SIVs
Banks were not keen on keeping RMBS and CDOs on their balance sheets, so 
they found a way to off-load these risky holdings through entities called struc-
tured investment vehicles (SIVs). With an SIV, a bank could sell its mortgage-
backed securities to its SIV, which became the actual owner of the securities. To 
pay for the securities, the SIV issued commercial paper—a fancy way of saying it 
borrowed money, often from money market funds—at low rates and for short 
terms. The SIV’s RMBS and CDOs served as the collateral for the loans. If the 
return on the SIV’s assets exceeded the interest rate on its loans, the SIV made a 
profit.50

SIVs were a bright spot for a time. Citigroup fi rst introduced SIVs in the late 
1980s, and by 2007, banks had created over twenty SIVs with total assets ranging from 
$350 to $400 billion. The business model of SIVs was inherently unstable. The SIVs’ 
securities had lengthy maturities, but their commercial paper came due in less than 
nine months and sometimes in only a few days. To keep SIVs going, managers had to 
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constantly issue new commercial paper to refi nance the old. Consequently, SIVs’ suc-
cess depended on their liquidity, and their liquidity depended on the strength of their 
assets. If they could not roll over their commercial paper because of faulty collateral, 
the SIVs would inevitably fail.51

Because SIVs were new on the block, there was no history to consult in predict-
ing their future performance. This concerned investors who bought SIVs’ commercial 
paper. They worried that if an SIV’s RMBS and CDOs started defaulting, the SIV 
would not be able to pay back its loans. This was a risk that investors were unwilling to 
take. The solution was to extract informal promises from banks to make good on their 
SIVs’ obligations if the SIVs’ collateral failed to perform. The SIVs implemented these 
promises with guarantees, called “liquidity puts,” issued to their investors. Despite these 
promises, in a seemingly masterful but ultimately disastrous sleight of hand, the banks 
did not book the SIVs’ debts on their balance sheets when they made their promises.52

Credit Default Swaps
The proliferation of credit derivatives did not stop with CDOs and SIVs. The risk that 
RMBS and CDOs might default spawned another product called credit default swaps 
(CDS). CDS were a tool for hedging default risk. A swap purchaser—usually a bank 
or other investor—would buy swap protection from a swap seller that would cover any 
losses if a bond covered by the swap defaulted. Investors liked swaps because swaps 
limited their exposure to default risk (so long as their swap seller was solvent if and 
when they needed to collect). Swap sellers were willing to provide swaps because the 
swap premiums were lucrative and sellers thought it was unlikely they would ever have 
to pay out on the swaps.53

In addition to their hedging function, swaps were used for speculation. Investors 
bought and sold swaps as bets on the performance of bonds. In cases of pure specula-
tion, neither the buyer nor the seller actually owned the bond in question. Instead, they 
were betting on the performance of a bond held by someone else. Nothing limited 
the number of credit default swaps referencing a single security. For example, bonds 
valued at $1 million could be the basis for a hundred bets totaling $100 million on the 
performance of those bonds. The dominant seller of credit default swaps on mortgage 
bonds was American International Group (AIG). 

We could go on to describe further complexities in fi nancial products. The point, 
however, is not to inundate readers with descriptions of fi nancial products, but to show 
how securitization, in the words of law professor Kurt Eggert, was “able to spin endless 
amounts of Wall Street gold . . . out of even the most suspect and speculative straw.”54

The Quants
Mathematical wizards, known as “quants,” made subprime mortgage-backed securi-
ties possible by developing complex algorithms that calculated the risk of RMBS, 
CDOs, CDOs2, and CDOs3 as well as swaps. Over time, modeling complex fi nancial 
instruments became a religion on Wall Street. As a “recovered” Wall Street model 
builder wrote, “Throw some epsilons and thetas on a paper, hoist a few Ph.D.’s behind 
your name, and now you’re an expert in divining the future.”55 These models helped 
arrangers fi gure out how to structure deals, assisted rating agencies in deciding what 
grade to assign each tranche and aided swap dealers in pricing swaps.56
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Not everyone believed in the quants’ models. Long before the crash, Warren Buf-
fett famously warned: “Beware of geeks bearing formulas.” Even earlier, after the col-
lapse of Long-Term Capital Management, a 1998 Merrill Lynch memo reportedly 
cautioned that fi nancial models “may provide a greater sense of security than war-
ranted; therefore reliance on these models should be limited.” Merrill Lynch later 
failed to heed its own advice. The skeptics were right: the geeks’ formulas were deeply 
fl awed.57

Quants often made mistakes in their assumptions when designing models. Some 
assumed that historically low mortgage default rates would continue. Many did not 
even consider the possibility that subprime loans might have higher default rates than 
prime loans. And, few models incorporated the possibility that a fi nancial cataclysm 
would increase default risk. The thinking was that because there had been no recent 
crises, the coming years would be free from crises too.58

Even when quants factored past market crashes into their risk models, the mod-
els were not fail-safe. They did not always include extreme, “tail” events. As one 
risk consultant put it, “Historic[al] data only has rainstorms and then a tornado 
hits.”59 The tail event that many, including modelers at Citigroup, did not consider 
was the risk that houses could lose value nationwide.  Economists know that even 
tiny mistakes in assumptions can dramatically skew the predictive power of mod-
els. The risks from mistaken assumptions were particularly potent in the mortgage 
sector, where the effect of each mistake was compounded whenever a security was 
resecuritized.60

Another problem for the quants was the newness of subprime lending. Quants had 
plenty of information on the performance of prime loans but little information on the 
performance of subprime mortgages. As lenders devised new types of loans, the quants 
had to estimate new risks with no historical experience. No one who was honest could 
be confi dent about the quants’ predictions during the infancy of subprime. This did 
not prevent the rating agencies from awarding AAA ratings to securities backed by 
subprime mortgages. 

As the subprime market matured, quants did have opportunities to revise their 
models to account for new information on subprime loan performance. That did not 
always happen. For example, rating agency quants reportedly used data from 2001 
through 2003 (when losses were 6 percent) to predict the risk on subprime loans 
made in 2006. The rating agencies’ sloppiness could not have come at a worse time—
just when new subprime products were entering the market and borrower quality was 
declining.61

Rating agencies also could have used default and other performance metrics 
to adjust their ratings on the securities that were already on the market. These 
adjustments—rating upgrades or downgrades—were infrequent and usually too 
late. In fact, agencies often neglected to monitor the performance of subprime 
securities unless they had some reason to know the securities were in trouble. As a 
consequence, investors did not have access to timely information about the quality 
of previously issued bonds. 

Frank Raiter, the former managing director and head of the residential mortgage-
backed ratings group at Standard & Poor’s, explained the situation in testimony before 
the House Committee on Oversight and Government Reform:
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The stress for profi ts and the desire to keep expenses low prevented us from in 
fact developing and implementing the appropriate methodology to keep track 
of the new products. 

As a result, we didn’t have the data going forward in 2004 and 2005 to really 
track what was happening with the subprime products and some of the new 
alternative-payment type products. And we did not, therefore, have the ability 
to forecast when they started to go awry. As a result, we did not, by that time, 
have the support of management in order to implement the analytics that, in 
my opinion, might have forestalled some of the problems we’re experiencing 
today.62

Lastly, the quants’ models could be gamed. As we mentioned earlier, the arrang-
ers ran potential deals through rating agency models to see what structures would 
generate the best rating at the least cost. Law professor Frank Partnoy wrote about 
this in the context of CDOs, saying, “The process of rating CDOs [became] a 
mathematical game that smart bankers [knew] that they [could] win. A person who 
under[stood] the details of the model [could] tweak the inputs, assumptions, and 
underlying assets to produce a CDO that appear[ed] to add value, though in reality 
it [did] not.”63

Arrangers as Market Makers
It is easy to view investment banks and other arrangers as mechanics who simply oper-
ated the machinery that linked lenders to capital markets. In reality, arrangers orches-
trated subprime lending behind the scenes. Drawing on his experience as a former 
derivatives trader, Frank Partnoy wrote, “The driving force behind the explosion of 
subprime mortgage lending in the U.S. was neither lenders nor borrowers. It was the 
arrangers of CDOs. They were the ones supplying the cocaine. The lenders and bor-
rowers were just mice pushing the button.”64

Behind the scenes, arrangers were the real ones pulling the strings of subprime 
lending, but their role received scant attention. One explanation for this omission is 
that the relationships between arrangers and lenders were opaque and diffi cult to dis-
sect. Furthermore, many of the lenders who could have “talked” went out of business. 
On the investment banking side, the threat of personal liability may well have discour-
aged people from coming forward with information. 

The evidence that does exist comes from public documents and the few people who 
chose to spill the beans. One of these is William Dallas, the founder and former chief 
executive offi cer of a lender, Ownit. According to the New York Times, Dallas said 
that investment banks pressured his fi rm to make questionable loans for packaging 
into securities. Merrill Lynch explicitly told Dallas to increase the number of stated-
income loans Ownit was producing. The message, Dallas said, was obvious: “You are 
leaving money on the table—do more [low-doc loans].”65

Publicly available documents echo this depiction. An annual report from Fremont 
General portrayed how Fremont changed its mix of loan products to satisfy demand 
from Wall Street:

The company [sought] to maximize the premiums on whole loan sales and secu-
ritizations by closely monitoring the requirements of the various institutional 
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purchasers, investors and rating agencies, and focusing on originating the types 
of loans that met their criteria and for which higher premiums were more likely 
to be realized.66

In a 2008 lawsuit against Countrywide, the State of California made similar allegations:

In order to maximize the profi ts earned by the sale of its loans to the secondary 
market, Countrywide’s business model increasingly focused on fi nding ways to 
generate an ever larger volume of the types of loans most demanded by investors. 
For example, Countrywide developed and modifi ed loan products by discussing 
with investors the prices they would be willing to pay for loans with particular 
characteristics (or for securities backed by loans with particular characteristics), 
and also would receive requests from investors for pools of certain types of loans, 
or loans with particular characteristics. This enabled Countrywide to determine 
which loans were most likely to be sold on the secondary market for the highest 
premiums. . . .

The information regarding the premiums that particular loan products and 
terms could earn on the secondary market was forwarded to Countrywide’s pro-
duction department, which was responsible for setting the prices at which loans 
were marketed to consumers.67

To ensure a constant supply of loans to feed their securitization machines, arrang-
ers bought subprime lenders and made them captive. Ultimately, many investment 
banks had vertically-integrated production factories with lenders, servicers, and insur-
ers. The only piece of the action that arrangers wanted no part of was the retail side 
of mortgage originations. They believed that by having a layer—mortgage brokers—
between borrowers and their fi rms, they could eliminate their exposure to fair lending 
and consumer protection claims.68

Working in tandem, investment banks extended credit to their affi liates to make 
loans, purchased those loans for securitization, put securitization deals together, 
bought and sold the securities through their broker-dealer arms, and serviced the 
loans.69 Bear Stearns, for example, had a Web-based platform that allowed mort-
gage brokers to search loan types and prices, submit loan applications, and obtain 
automated approvals. A Bear Stearns affi liate then took the loans and put them 
into securitization deals. The company’s broker-dealers sold the securities and 
Bear Stearns’s servicing arm, EMC Mortgage, collected the borrowers’ monthly 
payments.70

Bear Stearns was not alone. Lehman Brothers owned numerous wholesale mort-
gage companies, including BNC Mortgage and Finance America, as well as a servicer, 
Aurora Loan Serving. In 2006, Morgan Stanley acquired Saxon Capital, a servicer 
and lender. Commercial banks also pursued vertical integration strategies, buying up 
and merging with loan servicers, originators, and broker-dealers. Even hedge funds, 
in a departure from their usual mode of operation, adopted vertical integration. For 
example, Cerberus Capital Management and Fortress Investment Group owned lend-
ers and servicers.71

The following excerpt from a Morgan Stanley prospectus gives a sense of fi rms’ 
tentacle-like components:
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The sponsor is Morgan Stanley Mortgage Capital Holdings LLC, a New York 
limited liability company (“MSMCH”), successor-in-interest by merger to 
Morgan Stanley Mortgage Capital Inc. MSMCH is an affi liate, through com-
mon parent ownership, of Morgan Stanley Capital Services Inc., the interest 
rate swap provider and interest rate cap provider, and Morgan Stanley & Co. 
Incorporated, the underwriter. MSMCH is also an affi liate of the depositor 
and a direct, wholly-owned subsidiary of Morgan Stanley (NYSE:MS). As a 
result of a merger, completed on December 4, 2006, between a subsidiary of 
MSMCH and Saxon Capital, Inc., MSMCH is an affi liate, through common 
parent ownership, of Saxon Mortgage Services, Inc., one of the servicers.72

At the end of the day, fi nancial institutions had their fi ngers in every piece of the 
pie and generated fees from origination through foreclosure.73 This prompted Senator 
Schumer to charge: “The bottom feeders of society, these predatory lenders, reach up 
to the highest economic titans in society, and the two work together.”74

In just a few years, mortgage-backed securitization and related services had become 
huge profi t centers, stepping into the breach after 9/11 and Enron, when the initial 
public offering market dried up. Countrywide reportedly issued $647 billion in mort-
gage bonds in 2000 and $3.8 trillion in 2006.75 In 2006, the fi nancial services indus-
try contributed over 8 percent of the country’s gross domestic product and employed 
over six million people.76 At the big investment banks, chief executive offi cers pulled 
down indecent amounts of pay. In 2006, the chief executive offi cer of Morgan Stanley 
received over $40 million in bonuses and his counterpart at Goldman Sachs scored 
even more—a $53.4 million bonus.77

INVESTORS

So far we have been discussing the fi nancial institutions that issued subprime bonds, 
not the investors who snapped up those bonds. Buyers of mortgage-backed securities 
hailed from all over the world—from small shires in Australia to major Chinese banks. 
University endowments, pension funds, insurance companies, banks, mutual funds, 
and municipalities all clamored for investment grade subprime RMBS and CDOs. 
More aggressive investors, like hedge funds, went for the riskier tranches with their 
higher yields. 

Investors took to subprime mortgage-backed securities like fi sh to water. At their 
peak, subprime bonds were considered excellent investments. There were lots of rea-
sons for investors to like them. One was the fact their yields exceeded those on con-
ventional government and corporate bonds; some returns were even triple the yield 
on U.S. Treasuries. RMBS and CDOs also appeared to offer suffi cient diversifi cation 
to make the risk worth taking. The thinking was that, even if a few loans went bad, 
the pools were large enough and diverse enough to absorb an occasional default. Fur-
thermore, rating agencies touted the top-rated subprime bonds—ranging from AAA 
down to A—as hardly ever defaulting. Other high-yield options, like bonds issued by 
countries with emerging economies, were considered substantially riskier.78

Mortgage-backed securities were appealing for another reason. Investors who were 
looking for highly rated securities had very few options. For example, “Only fi ve non-
fi nancial companies and a few sovereigns had AAA ratings as of 2007.”79 In contrast, 
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most tranches of mortgage-backed securities had investment grade ratings. For the 
same reason, investors eagerly bought the asset-backed commercial paper issued by 
SIVs. With banks essentially guaranteeing the SIVs’ loans, investors felt protected 
from any defaults on the underlying RMBS and CDOs. 

State and federal laws also spurred demand for investment grade mortgage-
backed securities. Insurance companies, pension plans, and banks were all sub-
ject to laws restricting their bond holdings to investment grade debt. Institutional 
investors who wanted to expand beyond cash and corporate bonds turned to highly 
rated RMBS. 

Even Fannie Mae and Freddie Mac bought securities backed by subprime loans. 
Rules governing the GSEs restricted Fannie and Freddie from purchasing loans that 
did not comply with their anti-predatory lending rules. But no similar restriction 
applied to their purchases of subprime bonds. Indeed, the Department of Housing 
and Urban Development (HUD) permitted Fannie and Freddie to fulfi ll their afford-
able lending obligations by purchasing securities backed by subprime loans. And so 
they did. Between 2004 and 2006, Fannie Mae and Freddie Mac purchased a total 
of $434 billion in subprime mortgage-backed securities, the bulk from Countrywide, 
New Century, and Ameriquest.80

Challenges Facing Investors in Subprime Bonds
Investing in mortgage-backed securities was not a simple task. It was nearly impossi-
ble for investors to grasp their potential exposure and nearly impossible to know if they 
were getting fair deals. Take just one security—a CDO2, which is a collection of 
tranches of CDOs. The CDOs in the pool underlying the CDO2 would themselves 
include tranches from RMBS, which in turn incorporated pools of subprime mort-
gages. The word opaque does not begin to describe these products. Credit default 
swaps were even harder to value. As one investment bank manager reportedly said, 
“We can’t accurately price [credit default swaps], although we’re confi dent that we’re 
getting a good price for them.”81

Both Alan Greenspan and Ben Bernanke recognized that complexity made 
valuing securities challenging. In 2005, when discussing CDOs, Greenspan drew 
attention to a study that found that “understanding the credit risk profi les of CDO 
tranches poses challenges to even the most-sophisticated of market participants.” 
Greenspan went on to advise investors “not to rely on rating-agency assessments 
of credit risk.”82 Later, a reporter overheard Chairman Bernanke say in reference 
to mortgage-backed securities, “I would like to know what those damn things are 
worth.”83

Given that neither the former nor the current chairman of the Fed could harness 
the formidable resources at their fi ngertips to determine the value of mortgage-related 
securities, it is not surprising that investors couldn’t either. In active markets, like pub-
licly traded stocks, prices have a semblance of reliability because markets are liquid and 
prices are publicly posted. That was not true for subprime bonds. RMBS and CDOs 
were not traded on an exchange; rather, they were traded on the over-the-counter 
(OTC) market. Dealers executed OTC trades with customers on an individual basis, 
without publicly posting the sales volume or the sales price. Because these bonds were 
so opaque, the volume of RMBS and CDOs that were resold was small. With little 



 

60 • PART I THE SUBPRIME MARKET TAKES OFF

active trading and no public resale market, there was no reliable mechanism for the 
market to set the price and investors could not determine whether the subprime bonds 
were accurately valued.

There was one vehicle that indirectly tracked the value of subprime mortgage-backed 
securities: the ABX index. Some credit default swaps traded with frequency and the 
ABX index tracked those deals. But the ABX index wasn’t perfect. Critics complained 
that it only captured 3 percent of the mortgage market and overstated potential losses.84

Arguably, investors could have used their own mathematical tools and had their 
own quants appraise the value of subprime bonds that were offered for sale. This, 
however, was an expensive enterprise for most investors. Some commentators main-
tained that investors chose not to investigate the bonds because they “didn’t want to 
spend the time and money required to be prudent investors at a time when low inter-
est rates had everyone reaching for higher returns without contemplating the higher 
risks.”85

Whatever the reason, most investors did not conduct their own due diligence. 
Instead, they relied on issuers’ offering documents, ratings from the rating agencies, 
the structure of the deals, and assurances from broker-dealers. The offering documents 
often omitted critical information and sometimes were just wrong. According to the 
SEC, Countrywide misled investors by characterizing borrowers with FICO scores as 
low as 500 as having prime loans, even though the industry considered any borrower 
with a FICO score below 620 as subprime.86

FIGURE 3.4.
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Whether through necessity or choice, it was easiest for investors to rely on the rat-
ing agencies. If a bond had the Good Housekeeping seal of approval from Standard & 
Poor’s, Moody’s, or Fitch, investors considered the security a good investment without 
ever assessing the agencies’ methods or the information the agencies relied on to issue 
the ratings. This myopia was particularly alarming because the rating agencies claimed 
they had no duty to confi rm the truth of the information they received from arrangers. 
Too late in the game, investors learned that elevating rating agencies to “god-like 
status” had been a mistake.87

In the CDO market, the situation was even more worrisome. Investors would com-
mit to purchasing CDOs before the arrangers could even tell them what collateral 
would back the bonds, “making a mockery of anyone who tried to do a fundamental 
analysis . . . before agreeing to buy.”88 To make matters worse, competition to purchase 
the securities meant investors had to make decisions on the fl y. Credit committees for 
investors often only had a couple of days or sometimes just hours to review an offering. 
In the rush, they often just asked for the price.89

Investors also rashly relied on the advice of broker-dealers, mistakenly believing 
that the middlemen were speaking the truth. This reliance blinded them to the need to 
carefully review prospectuses and independently evaluate the risks involved in transac-
tions.90 Investment advisors had the strongest infl uence over pint-sized institutional 
investors like school districts and small municipalities. Whitefi sh Bay, Wisconsin, for 
example, listened to its investment banker and together with four other school districts 
bought $200 million worth of synthetic CDOs. An analyst in Chicago explained that 
“Selling these products to municipalities was pretty widespread. They tend to be less 
sophisticated. So bankers sell them products stuffed with junk.”91

THEY SAW IT COMING

Some people maintain that the subprime collapse was a surprise. The truth is, many 
saw it coming and others could have had they not been blinded by euphoria or greed. 
Starting in 2000, lenders were making increasingly risky loans, and by the end of 2005, 
“Degradation of the subprime market was apparent.”92 Even in 2004, lenders were 
experiencing a rise in early payment defaults, which are loans that default within a few 
months of origination. New Century’s rate of early payment defaults, for instance, was 
already 7.24 percent in 2004.93

Other evidence abounded. Starting in the 1990s, there was a constant drumbeat 
of congressional hearings about abuses in the subprime market. In 1997, for example, 
Margot Saunders of the National Consumer Law Center alerted members of the 
Senate Banking Committee that home foreclosures had tripled in the past fi fteen 
years, cautioning: “It does not help Americans to tantalize them with the dream of 
homeownership without providing the support to allow them to maintain that home-
ownership.” Drake University law professor Cathy Lesser Mansfi eld advised the 
House Banking Committee in 2000 that high-cost subprime loans accounted for 22 
percent of all foreclosures in 1998. In 2001, the Senate Banking Committee held a 
hearing where Allen Fishbein of the Center for Community Change testifi ed that 
the “‘dirty, rotten secret’ of predatory lending is that many of the worst abuses are not 
necessarily illegal under existing consumer protections.” In 2004, Norma Garcia from 
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the Consumers Union told the House Banking Committee that “too many subprime 
loans” were “simply unaffordable and destined to fail.”94

Over that same period, there were consumer protection lawsuits and enforce-
ment actions against lenders across the country, many settling for huge amounts of 
money. For example, in 1999 Lehman Brothers faced predatory lending allegations 
when making a bid to acquire a Delaware bank. Lehman resolved the problem by 
agreeing that the bank would not “engage in predatory pricing” and would adopt 
procedures to “identify predatory pricing practices.”95 In 2002, Citigroup settled 
a Federal Trade Commission predatory lending claim for $215 million.96 In 2003, 
the Federal Reserve Board fi ned CitiFinancial, Citibank’s subprime arm, $70 mil-
lion for making abusive loans. Around the same time, Household Finance, owned 
by HSBC, paid $484 million to settle consumer claims by state attorneys general. 
Ameriquest followed suit in 2006, paying $325 million to resolve similar claims by 
48 states.97

For a time, government agencies were actively tracking the problems with sub-
prime loans. In 1998, HUD and the Federal Reserve Board issued a report on defi -
ciencies in subprime mortgage disclosures.98 The Department of Treasury and HUD 
followed two years later with a major report on subprime abuses.99 The Offi ce of 
Thrift Supervision closed Superior Bank, FSB, in Chicago in 2001 after the bank 
made billions of dollars worth of loans to unqualifi ed subprime borrowers.100 Even 
President George W. Bush knew about the dangers of subprime loans. In 2006, top 
White House advisors warned him of a housing bubble and that the country would 
soon face a foreclosure crisis.101

The experience in individual states also provided evidence of the building storm. 
Beginning with North Carolina in 1999, states passed a succession of anti-predatory 
lending laws. These laws were a clear signal that states were contending with mount-
ing problem loans. 

Behind the scenes, investment banks knew that lenders were up to no good. That 
knowledge did not stop them from opening the money spigot to lenders. Nor did it 
stop them from buying loans for securitization. Take American Business Financial 
Services (ABFS), a subprime lender in Philadelphia. ABFS raised money by selling 
notes with high interest rates directly to individuals—mostly senior citizens—through 
newspaper ads. ABFS then used the proceeds to make high-cost mortgage loans. Wall 
Street fi rms greased ABFS’ operations by lending it money and by buying its loans 
for securitization. Eventually, when ABFS collapsed and went into bankruptcy in 
2005, investors lost over $600 million. According to the Wall Street Journal, during the 
bankruptcy proceedings, emails surfaced showing that investment banks had known 
as early as 2001 that ABFS was exploiting investors and engaging in dicey lending 
practices.102

Investment banks were also aware that lenders were relaxing their underwriting 
standards in ways that increased the risk of default. They had forty years of evidence 
that highly leveraged borrowing went hand in hand with heightened defaults, yet they 
continued to fi nance and buy loans even when the borrowers had no equity in their 
homes.103 Wall Street fi rms also knew that mortgage-backed securities and related 
derivatives were spawning manic risks. As a former risk manager at Morgan Stanley 
told a New York Times reporter:
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You absolutely could see it coming. You could see the risks rising. However, 
in the two years before the crisis hit, instead of preparing for it, the opposite 
took place to an extreme degree. The real trouble we got into today is because 
of things that took place in the two years before, when the risk measures were 
saying things were getting bad.104

In 2005, Fannie Mae’s chief risk offi cer wrote a memo about the subprime-backed 
bonds in Fannie’s portfolio, warning that the loans backing the securities would lose 
value if housing prices dropped. He also expressed concern that the rating agencies 
had not adequately assessed the risk in subprime and Alt-A loans.105 The previous 
year, Freddie Mac’s chief risk offi cer had advised his higher-ups that subprime loans 
“would likely pose an enormous fi nancial and reputational risk to the company and 
the country.” The response from the head of Freddie Mac was that the company 
“couldn’t afford to say no to anyone.”106 The same sentiment reigned at Citigroup, 
where Charles Prince, the former CEO, said, “As long as the music is playing, you’ve 
got to get up and dance.”107

Rating agencies were alert to the looming crisis, too. As early as 2003, a direc-
tor at Fitch Ratings reported that his fi rm was “watching closely for a loosening in 
underwriting guidelines. . . . [I]f we start to see changes for the worse, moving down 
the credit scale, that would raise red fl ags.”108 By 2005, the rating agencies were fi eld-
ing complaints that their ratings on mortgage-backed securities were too high and 
did not accurately refl ect default risk.109 In December 2006, a Standard & Poor’s 
employee described his fi rm’s ratings of CDOs as creating “an even bigger monster—
the CDO market. Let’s hope we are all wealthy and retired by the time this house of 
cards falters.”110

AIG is another case in point. AIG stopped writing credit default swaps on subprime 
bonds in 2005 after consulting with Wall Street fi rms. This move was in response to 
concerns about deterioration in the quality of subprime loans.111 In a 2007 investor 
conference call, AIG explained its decision to exit the market: 

We were seeing . . . through the many meetings that we held with everyone 
related to the market, from the managers, the originators, the servicers, the 
repackagers, we met all of them. And we came back from our trips thinking 
things are changing and they are clearly not changing for the better. So as a 
result, we stopped accepting the collateral and pulled out of the business.112

Perhaps the strongest evidence that players knew of the risks associated with sub-
prime lending comes from history. The subprime mortgage crisis that began in 2006 
was not the fi rst. During the 1990s, companies like Green Tree Financial were fi nanc-
ing the purchase of manufactured homes—trailers and double-wides. Like subprime 
mortgages, these manufactured home loans had terms that borrowers often could not 
afford.113 At the end of each month, Green Tree’s underwriting was at its weakest as 
salespeople tried to meet quotas and bonus targets.114 A 2001 article reported: “The 
go-go years in manufactured homes were driven by loose accounting practices, infl ated 
reports to investors and high-pressure sales tactics, at the local level. . . . Many con-
sumers who bought mobile homes looked only at the monthly payment.”115 Green 
Tree, which later became part of Conseco, sold the loans for securitization on Wall 
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Street. Eventually, Green Tree brought down Conseco in 2002 and forced it into 
bankruptcy.116

During the heyday of manufactured home lending, there were also several good-
sized subprime mortgage lenders plying high-risk loans that were ultimately securi-
tized. In 1998 and 1999, several of these fi rms failed. At the time, investors complained 
that the investment banks had done a poor job structuring the deals and that the rating 
companies were incompetent.117

The subprime auto fi nance market tells a similar story. In the late 1990s risky 
subprime car loans prompted a spate of bankruptcies among auto fi nance companies. 
Cutthroat competition was one cause of this distress:

The environment of readily available credit resulted in many new entrants in 
the subprime industry. . . . As the number of subprime automobile fi nance com-
panies increased exponentially, competition for market share intensifi ed. More 
competition caused credit quality to deteriorate, while increasing the pricing of 
loans.118

It’s a sadly familiar tale. 

POLICING THE MARKET 

What is hard to understand is why no one but consumers, their advocates, outside 
researchers, and a handful of politicians yelled “fi re” even though the fl ames were at 
the windows. After all, one would think that if lenders were making loans to borrowers 
who could not afford their monthly loan payments, the market would have shut them 
down. Why didn’t that happen? The answer is that all the various actors, from mort-
gage brokers to securities brokers and every institution in between, believed they could 
make money on subprime and pass the risk down the subprime food chain. In the 
words of George W. Bush, “Wall Street got drunk.”119

The dominant ideology under the Bush administration was that the market would 
sniff out mortgage abuses and excess risk and police them. But market discipline of 
that sort did not happen. Instead, market participants blithely believed that if the mar-
ket started to tank, they could protect themselves by selling any risky holdings. With 
no one caring about the harm to borrowers, to society, or even to themselves, subprime 
lending and subprime securitization descended into a Hobbesian nightmare. 

Mortgage brokers originated high-risk subprime loans because they did not bear 
any credit risk and collected their fees at closing. Lenders made risky loans because 
they earned up-front fees while dumping the loans on investors by way of arrangers. 
Investment banks glossed over the risks of subprime loans because their earnings 
came from securitization. For all these entities, any check on abusive lending would 
have been bad for business. As Donna Tanoue, the former chairman of the Federal 
Deposit Insurance Corporation, warned: “The underwriter’s motivation appears to 
be to receive the highest price . . . on behalf of the issuer—not to help curb predatory 
loans.”120

At least investors should have cared about shoddy loans, even if the middlemen 
did not. After all, next to borrowers, investors had the most to lose from bad sub-
prime lending. In reality, investors threw caution to the wind. They believed that they 
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were insulated from credit risk. The ratings were strong and investors received their 
interest payments consistently for years so they did not question the performance of 
the underlying loans. They also hedged that risk by buying swap protection on the 
underlying securities. 

There were some potential sources of market discipline. For example, lenders were 
often required to retain the riskiest equity tranches of RMBS when they securitized 
their loans, which should have given them reason to care about the quality of the loans 
they made. That isn’t what happened. Instead, lenders often disposed of the risk by 
bundling and repackaging their equity tranches and resecuritizing them into CDOs. 
Wall Street liked to tout recourse clauses as another form of market discipline. As 
long as the vast majority of loans kept performing, however, investors had no reason 
to insist on recourse. In 2006, when borrowers began defaulting on their mortgages at 
high rates, so many subprime lenders wound up in bankruptcy court or disappeared 
altogether that recourse clauses became unenforceable. In short, recourse provisions 
were only as good as a lender’s solvency and clearly were not effective at curtailing 
high-risk lending. 

Even legal judgments did not slow down the frenzied pace of subprime securiti-
zations. A test case arose involving Lehman Brothers and First Alliance Mortgage 
Company (FAMCO). Lehman Brothers bought hundreds of millions of dollars of 
loans from FAMCO at the same time that states were publicly investigating FAM-
CO’s lending practices and consumers were suing FAMCO for predatory lending.121

In one consumer class action lawsuit, consumers named Lehman Brothers as a defen-
dant, claiming that the fi rm had aided and abetted FAMCO’s abusive lending. The 
evidence in support of the claim included a 1995 memo from a Lehman executive 
describing FAMCO as a “sweat shop” that used “high pressure sales for people who 
are in a weak state.”122 Ultimately, after protracted litigation that ended up in bank-
ruptcy court, Lehman Brothers was found liable and had to pay fi ve million dollars 
in damages. That wasn’t much for a fi nancial giant and was certainly not enough to 
motivate Lehman Brothers or any other Wall Street fi rm to screen out abusive loans. 
If anything, it gave investment banks confi dence that their relationships with preda-
tory lenders would not bring them down. All told, the saga of subprime securitization 
rendered true the industry mantra that “a rolling loan gathers no loss.” 
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Part II

a
Contagion

Like a troupe of acrobats, Wall Street attempted to pull off a delicate balancing act, 
with RMBS depending on the performance of the underlying subprime mortgages, 

CDOs depending on the underlying RMBS, and credit default swaps depending on 
the entire edifi ce. If anyone wobbled, the pyramid would come crashing down.  That 
is exactly what happened beginning in 2006.

Defaults soared on subprime mortgages, erupting into contagion in early 2007. 
Subprime lenders dropped like fl ies and private-label mortgage securitization col-
lapsed. By the end of 2007, the United States was in a full-blown recession; by 
September 2008, the world’s fi nancial system was in meltdown. 

Subprime mortgages were to blame and private-label securitization rested on their 
rotting foundation. Once subprime delinquencies took off, the pillars of securiti-
zation gave way. Often the same subprime loan backed multiple bonds, including 
RMBS, CDOs, and CDOs2. If the loan went into default, it jeopardized payment 
on all three bonds. 

Many of the same banks that shed their subprime loans through securitization 
reinfected themselves by buying private-label RMBS and CDOs and taking those 
risks back onto their books. As borrowers defaulted, those holdings lost value and 
banks responded by reining in lending, which only served to deepen the recession.

Meanwhile, investors that had used their subprime bonds as collateral for loans 
inadvertently contaminated other markets. Banks had pledged subprime bonds for 
short-term loans from other banks. Corporations had borrowed money from other 
corporations, issuing commercial paper backed by subprime bonds. When those sub-
prime securities collapsed in value, lenders called in their loans and credit markets 
slowed to a crawl.

Soon investor panic was in full bloom. Banks did not want to lend to other banks 
for fear that subprime losses might be lurking on their counterparts’ books. Investors 
shied away from all types of bonds backed by mortgages because they had lost faith in 
the ratings. Stocks in commercial banks, insurance companies, and Wall Street fi rms 
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took a beating because investors did not know where the subprime assets were hid-
den. In fact, investors stopped trusting practically everyone because they did not 
know who was tainted by subprime lending. Through these vectors of contagion, 
the subprime virus spread far and wide.



 

4

a
Prelude to the Storm

SEISMIC TREMORS

In early December 2006, two large subprime lenders capsized, sending shockwaves 
through the mortgage market. One was Ownit Mortgage Solutions in California, the 
eleventh biggest wholesale subprime lender. The other was Sebring Capital Partners 
LP, located outside Dallas, a smaller lender operating in forty-one states. At the start 
of the New Year, another big subprime lender, Mortgage Lenders Network USA in 
Middletown, Connecticut, shut its wholesale lending operation. By February 2007, all 
three were bankrupt.1

These failures were harbingers of bigger problems to come. All three companies 
were wholesale lenders that relied heavily on outside mortgage brokers for origina-
tions, and all three were independent, nonbank lenders with no deposit base. As such, 
they depended on short-term, “warehouse” lines of credit from Wall Street fi rms to 
fund their loans. Once the loans were securitized, the lenders used the proceeds to pay 
down their lines of credit. 

In 2006, a liquidity crisis hit wholesale lending. Default rates were climbing 
on subprime loans, and Moody’s revealed that unexpected numbers of borrow-
ers had defaulted without ever making loan payments.2 All this led Wall Street 
to lose confi dence in the lenders they fi nanced. In Ownit’s case, Merrill Lynch, 
JPMorgan Chase, and other Wall Street fi rms cut the company’s credit lines and, 
pursuant to recourse clauses, demanded that the lender buy back millions of dol-
lars in bad loans. Mortgage Lenders Network went into death throes after Merrill 
Lynch, GMAC-RFC, and other large investors refused to buy its loans and also 
pelted the company  with demands to buy back loans. Similar problems brought 
down Sebring. In the meantime, a spike in early payment defaults on loans made 
by the three failed fi rms raised larger questions about the exposure of Merrill 
Lynch (which owned 20 percent of Ownit) and other large investment banks such 
as Lehman Brothers and Bear Stearns that were heavily ensconced in subprime 



 

70 • PART II CONTAGION

securitization. According to a mortgage banker, Merrill Lynch termed its invest-
ment in Ownit “one of the worst mortgage trades the investment banker had ever 
made.”3

These problems were not isolated. Jitters set in after UBS told investors in a 
conference call in November 2006 that subprime delinquencies of sixty days or 
more had reached 8 percent, almost double the level the year before.4 For the 
fourth quarter of 2006, the Alt-A lender IndyMac Bancorp reported higher loan 
losses and delinquencies. Wells Fargo also announced higher than expected losses 
from wholesale lending. 

The subprime market softened, driving down stock prices for two leading 
independent subprime lenders, New Century Financial and Novastar Financial. 
Owners of large subprime lenders such as Champion, First Franklin Financial 
Corporation, Ameriquest Mortgage, GMAC-RFC, and Option One Mortgage 
Corporation, put their companies up for sale. Meanwhile, Goldman Sachs and 
Balestra Capital placed lucrative bets that subprime investments would fall in 
value. 

By spring 2007, it was offi cial: the United States was in a housing bust. In the fi rst 
quarter of 2007, housing prices declined nationwide, sharply in some markets, for the 
fi rst time since the Great Depression. For borrowers facing diffi culty making monthly 
payments, falling home prices severely limited their options. One way out was to refi -
nance into a cheaper mortgage, but that became harder as home values dropped, often 
below the balance on borrowers’ mortgages, leaving many distressed borrowers with 
no or even negative equity in their homes. Another solution was to pay off the loan 
by selling the home, but falling home prices eliminated that option for many people 
as well.5

FIGURE 4.1.
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As distressed borrowers got boxed in, defaults soared and so did foreclosures. While 
all types of mortgages started to experience problems, the biggest problem initially was 
with subprime and Alt-A adjustable-rate mortgages. In July 2005, 5.63 percent of 
subprime ARMs and 0.43 percent of Alt-A ARMs were ninety days or more past 
due or in foreclosure. A year later, in July 2006, this rate had climbed to 8.16 percent 
for subprime ARMs and 0.74 percent for Alt-A ARMs. From that point on, things 
deteriorated quickly. By July 2007, this delinquency rate hit 14.63 percent and 3.06 
percent respectively for subprime and Alt-A ARMs. A new high came in November 
2007, when a shocking one-fi fth of subprime ARMs were at least ninety days delin-
quent or in foreclosure, often because of defaults within months of the loan’s closing.6

Meanwhile, during the fi rst six months of 2007, close to eighty mortgage lenders 
failed. Others underwent fi re sales or curtailed major lending operations because of 
rising defaults or liquidity crunches. A website suddenly appeared called the Mort-
gage Lender Implode-O-Meter, which tracked the serial implosions of mortgage 
lenders. The biggest that spring was the second-ranked subprime lender in 2006, 
New Century Financial Corporation, which fi led for bankruptcy on April 2.7 Some 
of the affl icted players were banks such as HSBC, but the lenders most affected dur-
ing this period were independent, nonbank companies with heavy reliance on Wall 
Street funding.

Although Wall Street was reluctant to fi nance subprime lenders, investment banks 
continued to pump out bonds during the fi rst half of 2007, using loans that they had 
previously acquired for securitization. In February, Wall Street issued $108.2 billion 
in private-label residential mortgage-backed securities, actually topping the monthly 
average for 2006. In retrospect, it was the securitization industry’s last gasp;  lenders 
and Wall Street had been frantically unloading their worst mortgages like hot potatoes 
onto investors before the securitization door slammed close.8

There were other signs of trouble. Consumer spending was losing steam and so 
was new home construction. Standard & Poor’s and Moody’s cut ratings on scores of 
classes of subprime bonds in response to unexpectedly high defaults on the underlying 
mortgages, giving investors a rude shock.9

In June 2007, losses from mortgage defaults engulfed two Bear Stearns subprime 
hedge funds, setting off a run by investors. Unable to satisfy the barrage of redemption 
requests, both hedge funds sank in July, to the market’s consternation. Bear Stearns 
fi red its co-president, Warren Spector, and replaced him with Alan Schwartz. Although 
few appreciated it at the time, the hedge funds’ troubles were a premonition that Bear 
Stearns was headed for disaster. 

The Bush administration and the Federal Reserve were not perturbed. By most 
appearances, the rest of the economy looked stable during the fi rst half of 2007. The 
nation’s gross domestic product was growing at a 2.25 percent annual clip, the stock 
market was booming, and unemployment was holding steady at 4.5 percent.10 The 
Federal Reserve’s main concern was the possibility of a resurgence in infl ation, not a 
recession. 

Indeed, Fed chairman Ben Bernanke felt bullish enough to opine on June 5: “The 
troubles in the subprime sector seem unlikely to seriously spill over to the broader 
economy or the fi nancial sector.”11 Treasury secretary Henry Paulson echoed Bernanke’s 
sentiment, saying that “the housing market is at or near the bottom” and that the 
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problems in the housing market were “largely contained.”12 Taking heart, the stock 
market surged, with the Dow Jones Industrial Average surpassing 14,000 for the fi rst 
time on July 19.

FAMOUS LAST WORDS

Within weeks, events proved Bernanke wrong. The beginning of the end came during 
the summer of 2007, when the foundation of the private-label mortgage-backed secu-
rities market collapsed. On July 10, Moody’s and Standard & Poor’s announced they 
were slashing ratings or considering downgrades on 1,043 tranches of subprime mort-
gage-backed securities and CDOs. The implications went far beyond the affected 
bonds, throwing the entire rating methodology of the two giant rating agencies into 
doubt.13

The rating agency downgrades drove up the number of subprime bonds “for sale” 
and drove down their prices. The increase in bonds for sale was, in part, because 
investors lost confi dence in the subprime bonds, and also because the law required 
banks, insurance companies, and pension funds to sell any bond holdings downgraded 
below investment grade. Bond purchasers disappeared overnight because they had 
no easy way to evaluate the creditworthiness of private-label RMBS and CDOs. By 
August 2007, the private-label market had dried up. Figure 4.2 illustrates the decline 
in agency (Fannie Mae, Freddie Mac, and other government-related) securitizations 
and nonagency (private label) securitizations. As liquidity evaporated, fi nancing dis-

FIGURE 4.2.
Total volume of U.S. agency and nonagency securitizations, in billions of dollars: 
2005–2008. Source: Securities Industry and Financial Markets Association.
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appeared not only for subprime mortgages, but also for jumbo mortgages, Alt-A 
mortgages, commercial mortgages, credit cards, and auto loans.

More mortgage lenders toppled once the private-label securitization spigot closed 
for good. Lehman Brothers shuttered its subprime lender, BNC Mortgage, and First 
Magnus, another subprime lender, fi led for bankruptcy.14 The liquidity crunch even 
jeopardized Countrywide Financial Corporation, the nation’s leading mortgage 
lender. In early August, Countrywide warned investors that “market demand” for its 
mortgage-backed securities “was negatively affected by investor concern about credit 
quality” and that “the impact on the Company is unknown.” With 75 percent of its 
short-term funding sources no longer “reliable,” Countrywide announced plans to 
fund more loans using deposits from Countrywide Bank and to hold loans in portfo-
lio. Later that month, Bank of America threw Countrywide a lifeline, agreeing to buy 
$2 billion in Countrywide stock.

Investors became increasingly skittish, and not just about investments linked to 
subprime mortgages. Anxiety mounted when on July 31, a third Bear Stearns hedge 
fund with no major subprime ties announced it was halting redemptions to stop a 
run.15 Michael Metz, the chief investment strategist at Oppenheimer & Company, 
explained: “We really don’t know who’s caught with the garbage in their portfolios.”16

In a fl ight to safety, investors yanked their uninsured funds out of fi nancial institutions 
and invested them in Treasury bonds.

PROBLEMS AT AIG

Meanwhile, the sprawling global insurance company American International Group 
(AIG) was reeling from problem swaps sold by its subsidiary AIG Financial Products. 
Financial Products had sold massive quantities of credit default swaps on the safest 
tranches of subprime mortgage CDOs through 2005. Even though the fi rm had exited 
the market early, it was still liable on almost a half trillion dollars in older swap deals.17

Financial Products was in trouble on many fronts. First, the company’s risk models 
grossly miscalculated the possibility that the CDOs would default. Expecting only a 
0.15 percent risk of loss, Tom Savage, the president of Financial Products, told the 
Washington Post that AIG had believed that its “risk was so remote that the fees were 
almost free money.”18 This view pervaded the company.  The fi rm’s chief operating 
offi cer, Joseph Cassano, had reported that “It is hard for us, without being fl ippant, to 
even see a scenario within any realm of reason that would see us losing one dollar in 
any of these transactions.”19 These beliefs had given AIG the confi dence to tie up its 
investments in highly illiquid assets that were tough to sell when the company had to 
raise cash collateral for the swaps. 

AIG had gravely underestimated two other risks. One was market risk, which was 
the risk that AIG’s swaps might drop in value, forcing AIG to take major write-downs 
and losses to capital. The second risk was that AIG’s counterparties would demand 
additional collateral from AIG to back its guarantees. When AIG had initially sold 
its swaps, the fi rm had a AAA credit rating, which enabled it to sell CDS with no 
reserves or collateral so long as AIG retained its stellar rating and the value of the 
bonds that it insured did not decline. AIG was convinced that there would be no sub-
stantial collateral calls.20 Even after the two Bear Stearns hedge funds blew up in the 
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summer of 2007, Cassano remained bullish about AIG’s ability to withstand collateral 
calls. He estimated its collateral call exposure on June 30 at only $847 million, just a 
drop in the bucket compared to AIG’s total swap exposure. In August, one of Cas-
sano’s colleagues emailed him a Wall Street Journal story questioning AIG’s assessment 
of the risks it was insuring. Cassano’s response reportedly was, “Hopefully people just 
ignore it. It is not a real story.”21

Cassano’s words failed to soothe AIG’s counterparties, especially Goldman Sachs. 
By September 2007, Goldman and other counterparties were pressing AIG for bil-
lions of dollars in added collateral. AIG had “signifi cant” differences with its counter-
parties about the value of its CDS and the collateral AIG needed to post. 

Company executives, including Cassano, scrambled in September 2007 to develop 
a new valuation model—the “Binomial Expansion Technique,” or BET model—to 
refl ect the deterioration in the credit markets and assuage counterparties. In the end, 
the BET model, like AIG’s other models, was based more on mark-to-myth than mark-
to-market. In November 2007, AIG issued a quarterly report saying that the value of 
AIG Financial Product’s credit default swaps had dropped at least half a billion dollars. 
In a shocking admission, AIG said that it had no idea what its swaps were really worth, 
because of disruptions in the securitization market and recent ratings downgrades. 

Things came to a head in an investor conference call on December 5, 2007, when 
Cassano admitted that any attempt to assign a dollar value to AIG’s CDS portfolio was 
“not grounded in reality.” He had “no idea” if AIG’s CDS would rise or fall in value. In 
addition, he allowed that capital adequacy had not been his priority at AIG Financial 
Products, saying: “It’s clearly on my list of things to work through.” At that point, AIG 
Financial Products only had about $2.1 billion in capital, and most of that was not high 
quality. In the December 5 conference call, AIG higher-ups also admitted underpricing 
some of AIG’s swaps. According to Cassano, AIG had faced pricing pressure “because 
there are other folks that are desperate to do business.” AIG executive Andrew Forster 
added: “We may have . . . compromised our pricing objectives to win a transaction.”22

AIG further conceded fatal fl aws with the models it had used to estimate possible 
default rates on the CDOs it insured. AIG’s models had been developed by a quant named 
Dr. Gary Gorton, back then a fi nance professor at the Wharton School. Under question-
ing during the conference call, Gorton admitted that his model had not taken into account 
the fact that underwriting standards in home mortgage loans had deteriorated or that 
there had been a “huge run up in home prices.” Cassano added: “We also realized the model 
was incapable of dealing with [the] fundamental shift” in the mortgage market, including 
“teasers and all these option ARMs.” Three months later, Cassano retired from AIG.

THE VIRUS SPREADS

Meanwhile, redemption requests were surging at European investment funds. In early 
August 2007, the biggest public bank in France, BNP Paribas, temporarily halted 
redemptions in three subprime funds because it could not value their holdings. At the 
same time, concerns about bank runs were roiling the market for interbank loans 
(where banks lend money to one another). In anticipation of the worst, banks sought 
to boost their reserves by stepping up their borrowing from other banks. As the 
demand for interbank credit spiked, so did the federal funds rate and LIBOR (the key 
interbank interest rate), jacking up the cost of interbank loans. The Federal Reserve 
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and the European Central Bank were forced to fl ood the banking system with funds 
in early August to bring those rates back down.

The subprime virus was in full swing and soon it spread to SIVs—the bank-
created entities that borrowed short-term funds using mortgage-related securities as 
collateral. The market in asset-backed commercial paper had grown to $1.2 trillion 
by 2007 and made up over half of the commercial paper issued in the United States.23

Once the price of subprime bonds plunged, the asset-backed commercial paper mar-
ket choked. In August 2007, BNP Paribas announced that it could not even value 
asset-backed commercial paper. More alarm bells went off after Countrywide failed 
in an attempt to sell its commercial paper, forcing the bank to turn to forty banks 
for an $11.5 billion loan to shore up its cash. Meanwhile, money market funds and 
other lenders that had bought commercial paper to juice their returns wanted out. 
SIVs were in a jam. For their business model to work, they had to constantly roll 
over their short-term commercial paper, but no one wanted to buy it. As a result, 
they were unable to pay back their loans on time. When lenders did not get paid as 
expected, the market descended into further panic. By late August, the fabled chief 
investment offi cer at PIMCO, Bill Gross, pronounced the asset-backed commercial 
paper market “history.”24

It wasn’t just SIVs that had problems with their collateral. Large institutions, 
including hedge funds, state and local governments, insurance companies, pension 
funds, and major corporations, owned subprime bonds that they had pledged as secu-
rity for loans. When the value of their subprime collateral dropped through the fl oor, 
lenders hit the borrowers with margin calls and demanded that they post additional 
security. In the ensuing scramble to raise cash, institutional borrowers fl ooded the 
market with “for sale” subprime bonds. The prices for subprime bonds fell further, and 
buyers became so scarce that institutional borrowers started selling off their corporate 
bonds and stocks to raise cash for collateral calls. In the words of onetime fund man-
ager Richard Bookstaber, “If you can’t sell what you want to sell, you sell what you 
can sell.”25 Fleeing to safety, investors continued to cash out their stocks and bonds 
and invest in Treasury bonds and gold. As the selling pressure mounted, the price of 
corporate bonds and stocks dropped en masse, exacerbating the diffi culties institutions 
were having raising cash and meeting redemptions and margin calls.

Even in transactions involving no subprime collateral, concerns about the subprime 
crisis had a ripple effect, making it hard for companies and government entities across 
the board to secure fi nancing. Banks did not want to lend to other banks for fear that 
undisclosed subprime losses were lurking on their sister banks’ books. Investors did not 
want to buy bonds backed by student loans, car loans, or leveraged syndicated loans 
fi nancing takeovers, because they had lost faith in credit ratings and could not assess 
the quality of the underlying collateral. Hedge funds lost the confi dence of investors, 
who could not peer into the makeup of their portfolios. Stocks in commercial banks, 
insurance companies, and Wall Street fi rms took a beating because investors feared 
subprime write-downs. Junk bond issuances dropped and spreads on junk bonds wid-
ened. Cities had trouble fl oating municipal bond offerings because the credit ratings of 
municipal bond insurers slipped as their subprime liabilities mounted. Investor panic 
crippled the market for auction-rate securities, and initial public offerings dried up. 
Because they did not know exactly who was tainted by subprime, investors stopped 
trusting anyone except Uncle Sam.
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DITHERING BY THE FEDERAL RESERVE

Throughout August 2007, the stock market experienced wild price swings almost 
every day. Despite the growing turmoil, the Federal Reserve was slow to react. On 
August 7, the Federal Open Market Committee issued a press release declining to cut 
the target federal funds rate, saying that fears about infl ation outweighed the risk of a 
contraction in the economy. The markets reacted negatively to the Fed’s indecision. 
Fed minutes show that after the August 7 meeting, the interbank loan market showed 
immediate “signs of stress,” and the availability of interbank loans became “signifi -
cantly impaired.” Conditions became so precarious that just three days later, on August 
10, the Federal Open Market Committee convened an emergency teleconference call. 
According to the minutes, this was the fi rst time the committee came to grips with the 
worsening strains in the credit markets. Immediately afterward, the Fed issued a short 
press release attempting to offer reassurance. In it, the Fed stated that it was “providing 
liquidity to facilitate the orderly functioning of fi nancial markets” and emphasized 
that the discount window was always available for backup liquidity needs.

The Fed’s efforts to calm the markets had no effect. Credit market conditions 
continued to unravel, prompting the committee to convene another emergency tele-
conference call on August 16. On August 17, the Federal Reserve fi nally issued a 
statement acknowledging that “disruptions in fi nancial markets” were having “adverse 
effects on the economy” and stating that it was prepared to “mitigate” those effects. 

As an initial step, the Fed liberalized its discount window loans to banks in four 
ways. First, the central bank cut the interest rate on discount window loans—known 
as the discount rate—by half a percent. Next, it announced that banks could roll over 
their discount window loans every thirty days, instead of having to repay them over-
night. In addition, the Fed said it was willing to accept home mortgages as pledges 

FIGURE 4.3. 
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for discount window loans, sending a signal that the Fed was prepared to fi nance the 
home mortgage market if Wall Street was not. Finally, the Fed actively urged banks 
to borrow from the discount window in order to tamp down concerns about stigma. 
(Banks normally regard discount window loans as a sign that the borrowing bank 
is in fi nancial trouble.) To further remove the whiff of stigma, the Fed orchestrated 
discount window loans of $500 million each to the nation’s four biggest banks. The 
Fed’s eagerness to tout discount window lending—and to allow banks to roll over their 
loans every thirty days instead of overnight—betrayed the governors’ worry about the 
liquidity of banks, the health of the interbank loan market, and the reluctance of banks 
to make ordinary loans. Some wondered if a big bank had a problem.26

A DECEPTIVE CALM

In September 2007, private-label mortgage-backed securitization was in shambles, 
other securitization markets were on the ropes, and mortgage defaults were climbing 
with no end in sight. Lenders had tightened underwriting standards and consumers 
were fi nding it hard to get loans. Nevertheless, spurred by a Federal Reserve half a 
percent reduction in the target federal funds rate in September, credit markets dis-
played some modest improvement, although generally with higher spreads. The com-
mercial paper market started to breathe again and so did the market for interbank 
loans. Activity picked up in leveraged buyouts, junk bond issuances, and offerings of 
investment-grade corporate bonds. The stock market recovered and barreled on, with 
the Dow Jones Industrial Average hitting a high of 14,164.53 on October 9.

Federal offi cials continued to insist that banks and the larger economy had escaped 
the subprime fallout. In speeches throughout the fall, federal banking regulators took 
pains to assure the public that subprime problems had not infected the larger economy. 
On October 15, for example, Chairman Bernanke said that “direct evidence of ” hous-
ing “spillovers onto the broader economy has been limited.”27 Bernanke reiterated 
that view on November 8, when he told Congress that there was “scant evidence of 
spillovers from housing to other components of fi nal demand.”28

Bernanke and other federal banking regulators also had reassuring words about the 
banking system’s ability to weather the storm. On September 5, the comptroller of the 
currency, John Dugan, advised the House Financial Services Committee that national 
banks had “strong levels of capital” and that the nation’s banking system was “safe and 
sound.”29 Bernanke echoed that sentiment on October 15, observing that the fi nancial 
system entered the crisis “with strong capital positions” and the “banking system [was] 
healthy.”30 On October 24, John Walsh, the OCC’s chief of staff, claimed that while 
the largest U.S. banks “were engaged in sophisticated lending and market operations, 
they managed their exposures to these risks effectively.” He smugly compared the 
United States  to Britain, saying that unlike Northern Rock—a British bank that 
needed a government infusion in September 2007—“there was never a liquidity prob-
lem at any of our banks.”31

The calm had a short life and the Fed was worried. On December 11, the Fed-
eral Reserve again cut the discount rate by another quarter percent. According to the 
minutes of that meeting, those present “agreed that the housing correction was likely 
to be both deeper and more prolonged than the Board had anticipated in October.” 
The next day, the Fed took action of a more momentous nature, unveiling the fi rst of 
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a set of extraordinary steps to address the liquidity problems facing banks. In conjunc-
tion with the central banks of Canada, England, Europe, and Switzerland, the Fed 
announced it was creating a “Term Auction Facility” (TAF) to alleviate the pressure 
in the interbank market.32 Under TAF, the Fed started holding biweekly auctions to 
allow banks to bid for loans of twenty-eight or thirty-fi ve days and post a wide assort-
ment of collateral. The collateral provision was key because it allowed banks to post 
as security troubled mortgage-backed securities and other assets that private market 
participants considered taboo.

The Fed created TAF in part because ordinary discount window lending remained 
low, likely because of the associated stigma. The hope was that TAF would inject 
liquidity into the banking system without raising reputational concerns for banks. The 
creation of TAF seemed to initially help the troubled credit markets; immediately 
afterward, the LIBOR spread dropped to its previous level.33

Still, the U.S. banking system was showing serious cracks. The year 2007 witnessed 
the failure of three small banks, the fi rst since 2004. Of greater concern, though, was 
the fact that large commercial banks were reeling from multiple problems. Some 
major banks had originated large quantities of subprime and Alt-A mortgages with 
the intent of securitizing those loans. When the securitization market shut down, the 
banks were left holding the bag, with billions of dollars in questionable mortgages 
stuck in the securitization pipeline and portfolios full of subprime bonds that were 
shrinking in value. Banks had few options. They could sell the assets at a loss, with 
a corresponding hit to earnings, or retain the assets on their books, with exposure to 
possible future losses, higher capital charges, and potentially deep write-downs.34

Big banks had another problem: the SIVs. As we discussed in the previous chap-
ter, banks had informally promised the buyers of their SIVs’ commercial paper that if 
the SIVs’ assets failed to perform, the banks would make good on the SIVs’ obligations. 
When it became impossible for the SIVs to roll over their commercial paper, the banks 
were faced with the unpalatable choice of lending money to the SIVs, taking the SIVs’ 
assets and debts onto their balance sheets, or trying to sell the securities the SIVs owned 
in an already depressed market. The choice was made for the banks on December 3, when 
Moody’s revealed that it planned to make downgrades on SIV obligations of as much as 
$116 billion.35 Moody’s actions cut off other options, and the banks, determined to honor 
their promises, took the SIVs’ assets back on their books. Citigroup alone took back $49 
billion in assets from failed SIVs.36 Big banks’ balance sheets, which were already swollen 
with toxic assets, groaned under the strain of even more noxious bonds and loans.

All of these problems took a toll on the capital cushions and reserves of banks. 
Institutions now stuck with risky mortgages, subprime bonds, and assets of SIVs had 
to hold more capital against those assets. Bank reserves had hit a low in 2006 and by 
2007 were badly depleted. Meanwhile, losses were eating through capital like acid. 
Large customers were drawing down their lines of credit just when banks needed to 
replenish their capital. 

Federal regulation subjects banks to minimum capital rules.  When banks can’t 
raise needed capital, they can’t extend more loans. Fearful of runs and desperate to 
conserve funds, banks started hoarding cash and became wary of new credit exten-
sions. Businesses that needed credit to expand or simply to meet fl uctuating needs for 
cash had diffi culty getting loans.  The result was an economic chokehold.37
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The big banks stumbled through the fourth quarter. Bank of America and Wachovia 
Bank ended 2007 in positive territory, but net incomes for both had slid over 70 percent 
in the prior six months. Wells Fargo Bank saw a 26 percent drop in net income in the 
last half of 2007. Citibank was in even worse shape. On November 5, Citigroup forced 
out Chuck Prince as CEO after announcing $11 billion in unexpected write-downs due 
to subprime losses.38 Citibank closed out 2007 with a fourth quarter loss of $4.5 billion. 
Only JPMorgan Chase ended the year on a bright note, with higher quarterly earnings. 
Otherwise, the overall earnings reports were so bad that the interbank markets froze 
again, pushing the LIBOR spread to a new high of 108 basis points on December 6.39

FDIC chairman Sheila Bair foresaw more problems on the horizon. She warned 
that small banks were starting to feel the pinch as borrowers began defaulting on 
construction and development loans, mainstays of small, regional banks.40 For the 
banking industry as a whole, net income plummeted 98 percent in the last half of 2007 
and almost hit zero by year end.

The Big Five investment banks had their own woes and almost all of them were 
hemorrhaging red ink. At Bear Stearns, the summer’s hedge fund fi asco was just an 
inkling of things to come. For the fourth quarter of 2007, Bear reported an $854 
million loss due to write-downs on bad subprime investments. It was the fi rst loss in 
Bear’s eighty-four-year history. The same quarter, Morgan Stanley reported a $3.5 bil-
lion loss, also due to mortgage-related write-downs. Lehman Brothers’ earnings were 
dropping steadily, but remained positive. Merrill Lynch’s fi nancial woes, meanwhile, 
became the stuff of public spectacle. On October 25, the company announced a third-
quarter loss of $2.2 billion, mostly from subprime mortgages and CDOs. On Hal-
loween, just six days later, Merrill Lynch spooked Wall Street with the news that it was 
taking another $3.4 billion in subprime write-downs. Upon the announcement, Stan 
O’Neal immediately resigned as Merrill’s CEO. In the last quarter of 2007, Merrill 
reported red ink of $9.8 billion, dwarfi ng its $2.2 billion loss from the previous quarter. 

Sovereign wealth funds from abroad, betting that U.S. bank securities were underval-
ued, sent their dollars across the ocean. In late November, the Abu Dhabi government 
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bought a $7.5 billion stake in Citigroup, followed by a $6.88 billion infusion by Singa-
pore and a $3 billion investment by Kuwait in January 2008. In December, China’s state-
run investment fund came to Morgan Stanley’s rescue with a $5 billion capital infusion. 
The same month, UBS sold a stake of more than 10 percent to a sovereign wealth fund 
in Singapore and an unnamed Middle Eastern investor. The new year brought another 
Kuwaiti investment, this time for $2 billion in Merrill Lynch.41

GLOBAL CONTAGION

Some of the earliest banks to fail from subprime losses were located overseas. In fact, 
the swift emergence of subprime contagion abroad was one of the shocking things 
about the early stage of the subprime crisis. In addition to the three BNP Paribas 
hedge funds that suffered runs in August 2007, losses on subprime investments a 
month earlier had pushed a regional German bank, IKB Deutsche Industriebank, into 
insolvency. Subprime woes sank another German bank, Sachsen Landesbank, that 
August. In short order, Australian banks and hedge funds announced subprime losses, 
as did the Dutch lender NIBC Holding. In August, the public learned that the Bank 
of China held over $9 billion in dubious subprime mortgage-backed securities and 
CDOs. On August 9, the European Central Bank fl ooded the Eurozone banking 
system with over $130 billion to ease the nervous interbank market. It injected another 
$200 billion-plus on August 10.42

In September 2007, write-downs on U.S. subprime bonds triggered a severe bank 
run at Britain’s fi fth largest mortgage lender, Northern Rock. The run unhinged Brit-
ish depositors to such a degree that the Bank of England felt compelled to issue an 
unprecedented blanket guarantee for all deposits at British banks. Northern Rock was 
too ill to be saved, and ultimately the Bank of England was forced to nationalize the 
bank. Meanwhile, the U.K. housing market was starting to cool off and prices dropped 
sharply in November. In early December, the British banking regulator, the Financial 
Services Authority (FSA), warned that mortgage defaults were rising and that lenders 
should plan for the “worst.”43

Northern Rock, Sachsen Landesbank, and IKB Industriebank were not the only 
overseas victims of the subprime fallout. The Swiss bank UBS, which had aspired 
in 2006 and 2007 to dominate subprime securitization, wrote down $3.7 billion in 
U.S. subprime assets on October 1 and another $10 billion in December. Across 
the English Channel, Barclays announced $1.6 billion in subprime write-downs on 
November 15. The Royal Bank of Scotland followed suit, disclosing over $2.5 billion 
in subprime write-downs of its own on December 6. On December 10, the French 
bank Société Générale bailed out a sinking investment fund for $4.3 billion. Even the 
little Arctic town of Narvik, Norway (pop. 18,000) succumbed and became insolvent 
in December 2007 because of bad bets on subprime bonds.44 Desperate to stem the 
crisis in Europe, on December 18, the European Central Bank poured another $500 
billion into the market.

SUBPRIME SPILLOVER

As the fi nancial sector experienced serial convulsions, the subprime virus extended its 
reach. Wall Street fi rms, struggling to gain control of their balance sheets, began massive 
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layoffs. Lehman Brothers dismissed 2,450 workers in 2007 and another 1,300 at the 
start of 2008. Bank of America announced the elimination of 3,000 jobs in the fall of 
2007. By early 2008, Citigroup had let 75,000 of its 375,000 employees go. Moody’s cut 
its workforce by 7 percent. Wall Street bosses were predicting that 20 percent of the 
workers on “the Street” would be laid off in 2008. By far the biggest losses were at sub-
prime lenders themselves. In California alone, 12,000 people who worked for subprime 
lenders had lost their jobs by year’s end.45

All the market turmoil was bad for consumers too. Banks suddenly needed to 
increase their capital and reduce losses. In what seemed like a fl ash, the fl ow of easy 
credit stopped and tough new underwriting standards took its place. Option ARMs 
disappeared altogether and low-doc and no-doc loans became rarities. The same was 
true for 100 percent loan-to-value and piggyback loans. The evaporation of liquidity 
crippled fi nancing not only for subprime mortgages, but also for prime jumbo mort-
gages and Alt-A mortgages. 

Ever more cautious banks required creditworthy prime borrowers to make larger 
down payments, have higher credit scores, and pass tougher underwriting standards. 
To get the best rates, some lenders required borrowers to prove that they had sav-
ings worth three years of mortgage payments. Lenders routinely closed the door to 
self-employed borrowers and those with irregular earnings. No longer did lenders 
calculate the affordability of loans based on the initial rates; instead, they used the 
highest interest rates borrowers could possibly have to pay. Eventually, the drought 
of mortgage credit became so severe that any mortgage not backed by Fannie Mae, 
Freddie Mac, or the federal government became extremely expensive or just plain 
unavailable.46

Even Fannie Mae and Freddie Mac were running scared. They imposed new 
charges on loans they purchased and guaranteed. All borrowers had to pay a surcharge 
of 0.25 percent of their loan amount. Those with credit scores below 680 and loans 
with loan-to-value ratios more than 70 percent paid an additional surcharge based 
on their credit score. In a further effort to reduce its risk, Fannie Mae imposed larger 
down-payment requirements in areas that were experiencing the most dramatic fall-
offs in home values. This last requirement was rescinded six months later in response 
to intense political pressure.47

The housing market became ever thinner as fewer borrowers could qualify for 
loans. Between 2006 and 2007, the number of sales of new homes dropped over 25 
percent. Sales of existing homes dropped 13 percent. Qualifi ed borrowers who wanted 
to take advantage of declining home prices and upgrade to nicer homes were stuck 
with homes they couldn’t sell.48

Other forms of consumer credit became scarce. Almost all credit is securitized, 
which means any crimp in the securitization markets trickles down to restrict credit 
to consumers. Credit card companies began canceling credit cards, cutting credit 
lines, and raising minimum payments and interest rates, often without explanation, 
even if customers had had no change in their credit scores. Borrowers who in the 
past had tapped home equity lines to pay credit card and auto loans had their lines 
reduced. Auto fi nance companies and student loan programs stiffened their under-
writing standards. Small businesses were also in a bind. In October 2007, 85 percent 
of banks reported that they had tightened the requirements for business loans.49
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Movement to Loan Modifi cations
The more serious problem involved borrowers who did not have the money to pay 
their debts, especially their mortgages. Defaults and foreclosures were escalating across 
the country. Serious delinquencies for subprime ARMs were almost 16 percent in 
August 2007. To analysts’ consternation, even prime mortgages—long deemed a bas-
tion of safety—were experiencing higher defaults.50

Banks and consumer groups urged policymakers to develop government programs 
to refi nance borrowers out of unaffordable loans and buy troubled loans to help unclog 
the credit markets. Bank of America proposed that the government buy loans at a dis-
count, forgive the difference between the original loan amounts and the market value 
of the homes, and then refi nance the loans through the FHA. Other proposals called 
for lenders to write down the loan principal to the market value of the property. The 
difference between the market value and the indebtedness would turn into a second 
lien on the property that borrowers would pay off if they sold the property for a price 
above the new mortgage amount. For a time, there was even some momentum behind 
a proposal to temporarily freeze the interest rate on ARMs.51

Many of these proposals met with resistance, in large part because they were seen 
as subsidies to greedy borrowers and the fi nancial institutions that brought down the 
economy. There was also concern that any program that benefi ted delinquent borrow-
ers would encourage other borrowers to default so they could qualify for the program. 
(Of course, this kind of ruthless default would be costly to borrowers because it could 
hurt their credit scores and hinder their ability to obtain credit in the future.)52

Some political leaders did try to address loan defaults. Senator Chris Dodd of 
Connecticut was one of the fi rst on the scene. Lacking suffi cient support to get 
legislation passed to force loan modifi cations, in 2007 he summoned banks to a 
Homeownership Preservation Summit where he pushed lenders to modify loans 
with high reset rates. The banks were unmoved.53 For its part, the Bush adminis-
tration was resistant to foreclosure prevention relief or anything else that smacked 
of a bailout of homeowners.  It rejected proposals for mandatory foreclosure miti-
gation and higher conforming loan limits for Fannie and Freddie designed to allow 
more homeowners to refi nance their loans into fi xed-rate loans.  The White House 
also fought changing the bankruptcy laws to allow judges to reduce the amount 
distressed borrowers owed on their homes, known as principal cram-downs, and 
refused to consider appropriations for homeowner counseling.54

The only government program that Bush put forward was FHA Secure, which 
enabled borrowers to refi nance into FHA-insured mortgages. In announcing the pro-
gram, Bush said, “It’s not the government’s job to bail out speculators or those who 
made the decision to buy a home they knew they could never afford.”55 As a result, 
the government only made the program available to borrowers with good credit his-
tories.56 FHA Secure was intended to help 80,000 borrowers, but over the course of 
more than a year, only 4,100 borrowers qualifi ed and HUD eventually shut down the 
program.57

Over time, the idea that gained the most traction was loan modifi cations, which 
typically involve changes to the interest rate, principal, or repayment period of loans. 
The goal of modifi cations is to restructure loans to bring them current, that is, no 
longer in default. Examples of modifi cations include:
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• Tacking overdue payments onto the end of the loan term and extending the 
repayment period

• Wrapping overdue payments into the principal amount owed, increasing borrow-
ers’ monthly payments

• Extending the loan term, for example, from thirty to forty years
• Suspending payments for several months (forbearance)
• Extending the period in which the initial interest rate is fi xed, thus postponing 

payment shock when an ARM resets
• Forgiving overdue loan payments
• Lowering the interest rate
• Reducing the principal

Consumer advocates supported loan modifi cations on grounds that most con-
sumers were duped into high-cost loans and deserved better loan terms. Plus, if 
government funds were being used to bail out fi nancial institutions, why shouldn’t 
the government bail out borrowers, too? Pragmatists argued that the social costs of 
foreclosures far outweighed any arguments against modifi cations. On the other side of 
the debate were those who wanted the government to stay out of the fray and let the 
housing market sort itself out. 

In the end, and after a lot of public pressure, Treasury secretary Paulson ann-
ounced the creation of a government loan modifi cation program, the Hope Now 
Alliance, in October 2007. Hope Now was a voluntary program that included 
Fannie Mae and Freddie Mac, credit counselors, eleven servicers who serviced about 
80 percent of subprime loans, and other entities involved in the mortgage market. 
Hope Now created a hotline that was designed to match borrowers with counselors 
who would work with servicers to modify borrowers’ loans. Eligibility was limited to 
people who took out loans between January 2005 and July 2006 and who had a record of 
timely mortgage payments. They also had to be facing rate resets that increased their 
monthly payments by at least 10 percent and have loans with loan-to-value ratios of 
over 97 percent. Eligible borrowers would have their principal reduced to 90 percent of 
the market value of their homes and would be refi nanced into fi xed-rate FHA loans.58

Hope Now did not stand the test of time. Six months after its inception, the pro-
gram claimed to have prevented 1,035,000 foreclosures. No one ever took those fi g-
ures seriously, especially after an OCC study reported a modifi cation rate under the 
program that was one-sixth what Hope Now had reported.59 To the extent Hope Now 
did aid homeowners, it was just window dressing that did not slow the tide of fore-
closures. Studies found that 63 percent of the Hope Now modifi cations simply tacked 
overdue payments on to borrowers’ loans, and less than 20 percent of borrowers had 
their monthly payments reduced.60

Although the Bush administration wasn’t willing to take meaningful steps to help 
homeowners, Sheila Bair, the chairman of the FDIC, took a proactive stance, arguing 
that adjustable rate mortgages should be frozen at their initial rates to avoid wide-
spread foreclosures. In her view, servicers did not have the staffi ng or the time to craft 
individualized loan modifi cations. Bair called on the fi nancial industry to adopt her 
proposal and “show policy makers that the industry is . . . working to fi nd a solution.” 
She went on to say that if the industry did not adopt voluntary modifi cation programs, 
Congress would “do it for them.”61
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Servicing and Foreclosure Abuses
Servicers and lenders not only resisted meaningful loan modifi cations, they resorted to 
aggressive tactics to collect money and push homes into foreclosure before the market 
slid further. Reports streamed into courtrooms of servicers infl ating the amounts bor-
rowers owed, failing to post payments, losing borrowers’ checks, and charging bogus 
fees. A fax might cost $50 and overnight delivery fees $137.62 Distressed borrowers 
often did not have the resources or information to detect frivolous charges or errors in 
lenders’ and servicers’ accounting.

Servicers played hardball in loan modifi cation negotiations, too. Stories surfaced 
of servicers who made borrowers waive their right to sue lenders as a condition of 
obtaining loan modifi cations. This meant that borrowers who had been defrauded 
by their lenders had to give up the right to sue the fraudsters before servicers would 
modify their loans.63

 Some borrowers were savvy enough to take on lenders and servicers that had mis-
stated their debt, including Michael Jones, who proved that Wells Fargo overcharged 
him $24,451. This amount included $6,742 that was erroneously reported as owed 
to the sheriff ’s offi ce and the costs for sixteen property inspections over twenty-nine 
months.64 Eventually, the Federal Trade Commission became involved in pursuing 
abusive servicers. In one of its most noteworthy cases, the FTC extracted $28 million 
from Bear Stearns and its servicing arm, EMC Mortgage, to settle claims that the 
companies had misrepresented borrowers’ indebtedness, charged excessive and wrong-
ful fees, and employed illegal debt-collection practices.65

The courts began catching on to another problem with foreclosures. When bor-
rowers are served with foreclosure papers and know they have defaulted on their 
mortgages, they often don’t appear in court. That can be because they have no defense 
to the creditors’ claims, cannot afford a lawyer, or can’t take the time off from work. 
Typically if a defendant (the borrower) does not appear, the court issues a default judg-
ment, which is a ruling that the plaintiff (the lender or the trust) automatically wins 
because the defendant was a “no show.”66 In foreclosure actions, courts were entering 
default judgments without looking at the underlying documents to ensure that the 
lender had the lawful right to foreclose. The same was true in states that allowed 
foreclosure without any judicial review. Foreclosure papers passed through the system 
without anyone assessing whether the company seeking foreclosure was entitled to the 
borrower’s property. 

Each time a loan changes hands it must be endorsed, like a check. The only entity 
with the right to foreclose on a note is the one that holds the note, and the note must 
have the proper endorsements. It turns out that in the fl urry of securitizing loans, 
obtaining endorsements fell to the wayside and notes were often misplaced. Trusts 
were going into court and securing orders to foreclose even though they had not 
proven that they had the right to foreclosure. 

A few diligent judges began noticing these types of irregularities in foreclosure 
complaints. In 2007, a Bush appointee to the federal district court in Cleveland, 
Christopher Boyko, on his own initiative, looked into the documents supporting a set 
of Deutsche Bank complaints to foreclosure. Judge Boyko discovered that the bank 
had not demonstrated that it owned the notes and, therefore, did not have the right to 
pursue the collection action. In legal parlance, this is called “lack of standing.” Judge 
Boyko entered an order dismissing all the cases and in a colorful footnote addressed 
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an assertion by Deutsche Bank’s lawyer that the judge “just [didn’t] understand how 
things work[ed]”:

There is no doubt every decision made by a fi nancial institution in the foreclo-
sure process is driven by money. . . . [U]nchallenged by underfi nanced opponents, 
the institutions worry less about jurisdictional requirements and more about 
maximizing returns. . . . [T]he arguments made by the Counsel for the institu-
tions . . . utterly fail to satisfy their standing and jurisdictional burdens. The insti-
tutions seem to adopt the attitude that since they have been doing this for so 
long, unchallenged, this practice equates with legal compliance. Finally put to 
the test, their weak legal arguments compel the Court to stop them at the gate. 

The Court will illustrate in simple terms its decision: “Fluidity of the 
market”—“X” dollars, “contractual arrangements between institutions and 
counsel”—“X” dollars, “purchasing mortgages in bulk and securitizing”—“X” 
dollars, “rush to fi le, slow to record after judgment”—“X” dollars, “the jurisdic-
tional integrity of United States District Court”—“Priceless.”67

Judge Boyko was not alone. Many Ohio federal judges followed his lead and began 
scouring foreclosure complaints to determine whether the lenders had standing, dis-
missing the cases of those that did not. In New York, Brooklyn judge Arthur Schack 
also began demanding proof of ownership in foreclosure actions and, by his own 
account, denied more complaints to foreclose than he granted.68

Hopes for Good News Dashed
In December 2007, the United States offi cially entered a recession.69 The next year 
opened with major political news and more cracks in the fi nancial system. The head-
lines were abuzz with Barack Obama’s victory in the Iowa caucuses, giving his presi-
dential bid new life. 

Rumors also began to circulate that Countrywide was headed for bankruptcy. 
Gigantic losses from questionable mortgages, coupled with dwindling cash, had 
pushed Countrywide to the brink. Without the subprime securitization machine, 
Countrywide had limped through the end of 2007 with an uncertain patchwork of 
bank deposits, credit lines, discount window loans, and advances from the Federal 
Home Loan Bank system, plus the equity infusion from Bank of America. Its assets 
were a mess. Dicey subprime loans that had been slated for sale on the secondary mar-
ket littered the fi rm’s books. As of December 31, 2007, Countrywide’s nonperforming 
loans had jumped 359 percent from 2006 levels, and almost one-third of the company’s 
subprime loans were delinquent or in foreclosure. Its prime loans were experiencing 
unprecedented losses, too. To make matters worse, Countrywide was weighed down 
by two SIVs that it had subsidized and was fi nally forced to terminate in December 
2007. After a $1.2 billion loss in the third quarter of 2007 and a $421 million fourth-
quarter loss, Countrywide closed out the year with a net loss of $703 million.

On January 8, Countrywide’s stock price took a 28 percent nosedive, to $5.47, off 
89 percent from its high. Three days later, on January 11, Bank of America announced 
that it would buy Countrywide Financial for $4.1 billion, saving the company from 
looming failure. But Countrywide’s stock price continued to fall and by the time the 
sale was consummated in July 2008, Bank of America only paid $2.5 billion for the 
once-proud lender.
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Meanwhile, in a musty corner of the bond market, trouble was brewing for the 
bond insurance industry. In the old days, monoline bond insurers had mainly guar-
anteed boring municipal bonds. During the housing boom, however, they expanded 
into something much more glamorous--providing guarantees on subprime mortgage-
backed securities and CDOs, as part of the credit enhancements on securitization 
deals. By 2008, with mortgage delinquencies triggering defaults on bonds, the insurers 
suddenly faced liabilities that could jeopardize their AAA ratings. This was no small 
matter. If the large bond insurers lost their sterling ratings, $2.4 trillion worth of 
municipal and structured bonds could be subject to ratings downgrades.70 In addition, 
any loss of confi dence in bond insurers’ ability to make good on their promises could 
have systemic effects, according to an offi cial at Fitch Ratings.71  Most importantly, if 
bond insurers lost their AAA ratings, banks would face added pressure to take further 
write-downs on their subprime bond holdings. 

The carnage among bond insurers began in earnest on January 18, when Fitch 
cut Ambac Financial Group’s AAA rating. Moody’s did the same to the Financial 
Guaranty Insurance Company on February 14. MBIA later lost its AAA rating in 
June 2008. 

As each piece of bad news rolled in, the stock market took more hits. The Dow 
fell 1.9 percent on January 8. On January 17, Citigroup and Merrill Lynch dropped 
bombshells, announcing enormous write-downs totaling $18.1 billion and $14.1 bil-
lion respectively. The Dow plunged another 2.5 percent on the news. With that drop, 
the index was down 14 percent from its October 9, 2007, high. The following Monday, 
on January 21, stock markets in London and Europe plunged, suffering their single 
biggest daily loss since the terrorist attacks on September 11, 2001. Fear was in the 
air, with the Wall Street Journal describing global markets as “in free fall amid recession 
fears.”72

The Federal Reserve responded to the downward spiral in the stock markets with 
a surprise rate cut, slashing the discount rate and the target federal funds rate by a 
whopping three-quarters of 1 percent. It was the Fed’s biggest rate cut in twenty-fi ve 
years. The Federal Open Market Committee had its regularly scheduled meetings on 
January 29 and 30. By then, the Federal Reserve governors were seriously concerned 
that the widening economic fallout would affect households’ buying power. Accord-
ing to the committee’s minutes, many of the participants feared that shrinking stock 
portfolios, along with falling home prices, “would likely damp consumer spending.” 
Adding to that concern, the unemployment rate had edged up from 4.4 percent to 4.9 
percent between March and December. To further stimulate the economy, the Federal 
Reserve ordered another half a percent rate cut on January 30. In fi ve short months, 
the Fed had cut interest rates by 2.25 percent.

FISCAL STIMULUS

Up to this point, the federal government had mostly addressed the crisis through 
monetary policy and exhortations. But in January 2008, pressure grew on the Bush 
administration to take bolder action as the presidential primaries heated up and eco-
nomic conditions unraveled. Within weeks, the federal government approved its fi rst 
fi scal stimulus of the crisis. 
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On January 24, during the fallout from the stock market panic, the Bush adminis-
tration and Congress hammered out an agreement for a $168 billion economic stimu-
lus plan that President Bush signed into law on February 13. The centerpiece of the 
stimulus plan, known as the Economic Stimulus Act of 2008,73 was tax rebate checks 
to households, ranging from $300 to $1,200, and bonus depreciation allowances to 
spur capital investment by businesses. The law also raised the conforming loan limits 
for Fannie Mae and Freddie Mac loans as high as $730,000; this allowed the GSEs 
to buy larger loans. By leaning on Fannie and Freddie to revive the faltering home 
mortgage market, Congress encouraged the two GSEs to take on additional risk when 
they were least equipped to absorb it. 

Neither the Fed’s late January rate cut nor the fi scal stimulus plan was enough to 
calm the shell-shocked markets. On January 30, Standard & Poor’s came out with 
more bad news, saying that it had downgraded or threatened to downgrade 8,342 
classes of subprime mortgage-backed securities and CDOs. With this announce-
ment, S&P cast doubt on almost half of the U.S. subprime MBS rated in the eighteen 
months beginning on January 1, 2006, plus 35 percent of CDOs sold during that 
period.74 On February 1, President Bush described the country’s economic situation 
as “a rough patch.”75

By February 2008, there were unmistakable signs that the credit meltdown had 
spread to the economy as a whole. At its meetings that month, the Group of Seven 
fi nance ministers projected that worldwide write-offs on U.S. subprime mortgages 
could reach $400 billion. Mario Draghi of the Bank of Italy, the chairman of the 
Financial Stability Forum, called the next ten days to two weeks “crucial” as companies 
issued their annual reports.76

As Draghi intimated, more bad news surfaced. Within a month, AIG announced a 
$5.2 billion, fourth-quarter loss. Credit Agricole in France lost $1.3 billion that quar-
ter, UBS in Switzerland lost $4 billion for all of 2007, and HSBC, Britain’s biggest 
bank, reported a loss of $17.2 billion in 2007, all due to write-downs on subprime and 
Alt-A assets and credit default swaps. 

By late February, companies were rushing to dump even more assets to raise cash, 
causing asset prices to slide further. By the week of March 3, Thornburg Mortgage 
plus hedge funds run by Carlyle Capital Corporation and Peloton Partners had run 
out of cash after trying (unsuccessfully) to meet their margin calls. Bear Stearns and 
Lehman Brothers, sitting on $6 billion and $15 billion of Alt-A mortgages respec-
tively, were in danger of a similar fate.77

THE FED AS MATCHMAKER

March opened with the short-term credit markets again approaching collapse. On 
March 3, the Bank for International Settlements reported that “Parts of the credit mar-
ket remained largely dysfunctional,” with widening loan spreads, “adding to perceptions 
of systemic risk.”78 In order to stockpile cash, banks and other lenders were cutting their 
credit lines or canceling them outright. Overnight loans became costly or scarce at any 
price, threatening big investment banks that relied on overnight loans for their survival. 

On March 11, the Federal Reserve attempted to shore up Wall Street fi rms with 
a new, $200 billion rescue program called the Term Securities Lending Facility, or
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TSLF. For the fi rst time since the Great Depression, the Fed expanded the New York 
Fed’s long-standing program in which it lent Treasury bonds overnight to “primary 
dealers.” Primary dealers consisted of twenty-odd investment banks and other fi rms 
that traded with the Fed. With the TSLF, the Fed liberalized its securities lending 
program in two ways. First, the New York Fed agreed to make loans for up to twenty-
eight days, instead of overnight. Second, it agreed to take risky, top-rated subprime 
mortgage-backed securities as collateral. This allowed investment banks to swap their 
untouchable subprime bonds for highly liquid Treasury securities, which they could 
then post as collateral for short-term, private loans. The fi rst TSLF auction was sched-
uled for March 27.79

That was too late to save Bear Stearns, which was hurtling toward insolvency.80

Bear was up to its ears in debt, depending on short-term—often overnight—loans for 
over 96 percent of its working capital. Of the Big Five investment banks, Bear Stearns 
was the most exposed to subprime bonds and loans. After the big subprime write-
downs by major banks in February 2008, the cost of credit default swap protection 
on Bear’s obligations had skyrocketed. On Monday, March 10, Moody’s downgraded 
fi fteen Bear Stearns mortgage issues, and confi dence in Bear took a nosedive. Invest-
ors placed bets that Bear would fail, and some lenders canceled the fi rm’s credit lines. 
Other lenders, increasingly gun-shy of Bear’s subprime collateral, demanded more 
collateral and higher rates for Bear’s overnight loans. On Tuesday, March 11, Securi-
ties and Exchange Commission (SEC) chairman Christopher Cox told the press that 
he had “a great deal of comfort” in Bear’s capital cushion.81 But behind the scenes that 
day, Bear protested some collateral valuations and missed a number of margin calls. 
Nevertheless, during a CNBC interview that Tuesday, Bear’s chief fi nancial offi cer 
said, “There is no liquidity crisis. No margin calls.”82

Meanwhile, Bear was suffering the twenty-fi rst-century equivalent of a bank run, 
only the run was on free-cash accounts, not on bank deposits. As rumors circulated 
that Bear was running out of cash, traders yanked their business from the fi rm.  Hedge 
funds and mutual funds withdrew their prime brokerage accounts and moved their 
funds elsewhere. Redemption requests quickly drained Bear’s liquid assets, which 
dropped from $18.1 billion on March 10 to only $2 billion on March 13. By Friday 
morning, March 14, Bear could not repay its overnight loans.83

At the New York Fed, President Timothy Geithner agonized that if Bear Stearns 
defaulted on its overnight obligations, its creditors would instantly seize and liquidate 
their collateral. The resulting sell-off would further depress asset prices, which could 
jeopardize the solvency of a string of other fi nancial fi rms. After marathon meetings 
and phone calls throughout Thursday night, the Federal Reserve agreed at dawn on 
Friday, March 14, to funnel a discount window loan to Bear through JPMorgan Chase 
for as long as four weeks. The Fed issued a cryptic press release confi rming the loan 
and saying that it was “monitoring market developments closely” and continuing “to 
provide liquidity as necessary to promote the orderly functioning of the fi nancial sys-
tem.” Bear, apparently, was “too big to fail.”

By midafternoon Friday, however, it was clear that the Fed’s loan had not staunched 
the bleeding at Bear Stearns. The rating agencies had slashed Bear’s credit ratings Fri-
day morning, lenders were refusing to extend overnight loans at any price, and hedge 
funds were in a panic to withdraw their funds. Convinced that Bear could not survive 
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until Monday morning, Henry Paulson and Geithner called Bear’s chief executive 
offi cer, Alan Schwartz, Friday night and demanded that Bear fi nd a buyer by Sunday 
night or fi le for bankruptcy.

On Sunday, March 16, after protracted negotiations, the Federal Reserve engi-
neered an emergency takeover of Bear Stearns by JPMorgan Chase. To avoid reward-
ing Bear’s shareholders, Paulson insisted that JPMorgan pay them no more than $2 
a share. As a sweetener, the Federal Reserve agreed to take Bear’s most questionable 
assets onto the Fed’s balance sheet in exchange for a loan to Bear Stearns, through 
JPMorgan Chase, of up to $30 billion.84

Faced with a crisis of systemic proportions, the Fed was forced to improvise. The 
fi nancial health of Bear’s creditors—which included such titans as Morgan Stanley 
and Goldman Sachs—was inextricably tied to Bear’s ability to honor its fi nancial obli-
gations. Another problem involved the sellers of credit default swaps on Bear’s debt, 
who would have to pay out if Bear couldn’t meet its commitments. As Ben Bernanke 
later told Congress, the “sudden failure of Bear Stearns likely would have led to a chaotic 
unwinding of positions” and “cast doubt on the fi nancial positions of some of Bear 
Stearns’ thousands of counterparties.”85

The Federal Reserve’s loan to Bear Stearns was precedent-shattering. The Fed had 
opened its discount window to a nonbank company for the fi rst time since the Great 
Depression. To do so, the Fed invoked its extraordinary powers under Section 13(3) 
of the Federal Reserve Act, which allowed the Fed to make discount window loans 
to “any individual, partnership, or corporation” under “unusual and exigent circum-
stances.”86 With this move, the Fed sent an unmistakable signal that Wall Street fi rms 
could act irresponsibly and still escape bankruptcy if they were too interconnected to 
fail. In so doing, it crossed a point of no return.

The Fed did not stop there. That night, it also opened its discount window to 
twenty other investment banks on the same terms as commercial banks, with no limits 
on loan size. Until then, the Fed had limited its lending of last resort to commercial 
banks, in return for stiff federal regulation of their balance sheets and activities. In 
addition to giving investment banks unprecedented access to the discount window, 
the Fed accepted a broader range of collateral, including highly rated subprime bonds. 
Again, the Fed cited “unusual and exigent circumstances” and invoked Section 13(3). 
By that point, the Federal Reserve had committed over half of its balance sheet to 
quelling the credit crisis. 

Former Fed chairman Paul Volcker later criticized both moves, saying: “Sweeping 
powers have been exercised in a manner that is neither natural nor comfortable for a 
central bank.”87 Volker was concerned that by throwing investment banks a lifeline, 
the Fed had exposed the nation’s fi nancial system to more systemic risk in the future. 
Within weeks, Lehman Brothers would securitize $2.26 billion of its illiquid loans, 
get the rating agencies to give those bonds an A rating, and then exchange the bonds 
for cash from the Federal Reserve. Lehman dubbed its securitization vehicle “Free-
dom” because “it was designed to give Lehman freedom to tap as much cash as pos-
sible” from the Fed. Wall Street observers termed the move “brilliant.”88

In expanding the reach of the discount window to investment banks, the Fed 
imposed a quid pro quo: any banks that used the discount window had to open their 
books to Fed scrutiny. This condition, however, did not apply to Bear Stearns because 
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the Fed’s new oversight rules did not go into effect until the day the Fed gave Bear 
access to the discount window.89 As a result, the Fed was fl ying blind when it assisted 
Bear. 

Worse yet, the Fed was forced to pump tens of billions of dollars into Bear Stearns 
with no legal tools to wipe out Bear’s shareholders. Under the American free market 
system, shareholders are supposed to reap the profi ts if their company succeeds and 
lose their investment if their company fails. This market discipline is harsh, but it does 
a good job of rewarding effi cient businesses and punishing the ineffi cient ones. When 
the federal government bails out a company, it is even more imperative to wipe out 
the shareholders so they are not rewarded for reckless behavior. Consider, for exam-
ple, when the Federal Deposit Insurance Corporation (FDIC) seizes a failing bank 
or thrift. Under bank receivership law, the insured depositors are protected, but the 
shareholders usually receive nothing. The shareholders have no choice in the matter; 
they are not allowed to vote the receivership up or down. By denying the sharehold-
ers the right to vote on closure, Congress made sure that bank shareholders are not 
rewarded for playing dice with depositors’ funds.

Bear Stearns was not a depository institution and, therefore, was not subject to 
FDIC receivership rules.  This meant that the Fed had no legal authority to wipe out 
Bear’s shareholders when it saved the fi rm. In fact, unlike shareholders of depository 
institutions in similar straits, Bear’s shareholders had tremendous leverage in the deal. 
Under Delaware law, no merger could go through without the shareholders’ approval. 
This law gave the shareholders a powerful card to play and the shareholders played 
it well.   They refused to sanction the merger unless JPMorgan sweetened the share 
price from $2 to $10.90 Due to rushed legal work by JPMorgan’s lawyers, JPMorgan 
had agreed to guarantee Bear Stearns’ liabilities for a year even if Bear’s shareholders 
repeatedly voted down the merger.91 As a result of the one-year guarantee, JPMorgan 
could not just walk away from the merger, which forced it to accede to the share-
holders’ price demands.

 With the Ides of March, the federal government had opened a brand new chap-
ter in its response to the fi nancial crisis. Before, Washington had relied on traditional 
monetary policy, some mild fi scal relief, and strictly voluntary foreclosure prevention 
to patch up the faltering economy. Bear Stearns marked a new approach, in which the 
federal government was prepared to bail out fi nancial fi rms deemed systemically impor-
tant, one by one. Although Bernanke and Paulson would warn major banks in coming 
months that they could not rely on a similar bailout, that warning was not taken seri-
ously on Wall Street. Instead, in the eyes of key fi nancial fi rms, the federal government 
assumed a new role in the spring of 2008: that of matchmaker and fi nancier.

GOING THROUGH THE MOTIONS

The political climate changed with the Bear Stearns rescue. Henry Paulson knew that 
the public would demand fundamental reform to avoid further bailouts. In an effort to 
assuage voters, on March 31, 2008, he rushed out a Treasury Department blueprint for 
modernizing U.S. fi nancial regulation.92 Paulson knew that the blueprint, without 
more, would not allay public outrage over the Fed’s rescue of Wall Street while leaving 
homeowners struggling. Thus, his next step was to shore up the secondary market in 
an effort to stimulate lending for home mortgages.
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On Sunday, March 16, 2008, Paulson made an urgent phone call to the two chief 
executive offi cers of Fannie Mae and Freddie Mac, entreating both companies to raise 
capital so they could buy more mortgage loans. Paulson prevailed, and on March 19, 
Fannie Mae and Freddie Mac agreed to buy more jumbo mortgages and refi nance dis-
tressed borrowers out of unmanageable subprime loans. Eight days later, the administra-
tion took a further step by cutting Fannie Mae’s and Freddie Mac’s capital surcharge, thus 
allowing the GSEs to buy $200 billion more in questionable subprime bonds. This was an 
abrupt about-face for the Bush administration, which, in prior years, had tried to dismantle 
Fannie and Freddie and had criticized both companies for taking on too much risk.

While the new plans for the GSEs were touted as tools for bringing down mort-
gage rates, they had another equally important objective: to get the subprime 
mortgage-backed securities off the books of ailing banks and onto the balance sheets 
of the GSEs. It was no secret that the subprime bonds that the GSEs took onto 
their books would likely require write-downs, something the GSEs could ill afford. 
Fannie’s and Freddie’s capital levels were already half that of ordinary banks. Further 
capital reductions opened them up to even more risk. Plus, the two companies had lost 
around $9 billion in the last half of 2007 and more losses were expected. 

The administration’s attempts to prop up housing fi nance did not stop there. 
On March 24, it convinced the Federal Housing Finance Board to allow the twelve 
regional Federal Home Loan Banks to buy up to $160 billion in Fannie and Freddie 
mortgage-backed securities, doubling their holdings. The Federal Home Loan Banks 
are owned by over 8,000 depository institutions, credit unions, and insurance com-
panies and exist to provide advances to their owners. Countrywide and other ailing 
mortgage lenders had liberally tapped those advances in 2007 after other fi nancing 
had evaporated. Like the GSEs, the Federal Home Loan Banks were already thinly 
capitalized. Despite the danger of loading them up with even more risk, the adminis-
tration hoped that if the Fed, the GSEs, and the Federal Home Loan Banks bought 
more home mortgages, interest rates would fall on residential loans.

A THOUSAND CUTS

Piecemeal rescues and infusions of money did not still the waters. The LIBOR spread 
ballooned again and investors fl ed for cover, sending gold to a record $1,000 a troy 
ounce in March.93 Federal Reserve offi cials became concerned that the fi nancial mar-
kets were “unusually fragile” and that lenders were unwilling to lend. There was “little 
indication” that home prices had hit bottom. Fed offi cials worried about “an adverse 
feedback loop,” in which tight credit “prompts a deterioration in the economic out-
look that, in turn, spurs additional tightening in credit conditions.” In their view, “A 
prolonged and severe economic downturn could not be ruled out.”

There was evidence everywhere that this vicious cycle had kicked in. Between 
February and May 2008, unemployment climbed from 4.8 percent to 5.5 percent. 
Consumer confi dence tumbled to lows seen only during past recessions. Lenders became 
stingy about extending car loans, and GM, Toyota, Ford, and Chrysler reported 
double-digit drops in car sales by U.S. customers in March 2008 alone. The student 
loan market was under severe strain. The federal defi cit ballooned, and corporate 
income tax receipts were down. Home values continued to slide. Hedge funds totaling 
nearly $4 billion in assets closed in the fi rst three months of the year. Once again 
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the Fed took action. Between March 15 and March 18, the Federal Open Market 
Committee lowered the discount rate a full percentage point, from 3.5 percent to 2.5 
percent, and cut the target federal funds rate three-quarters of a point, to 2.25 percent. 

Spring’s fi rst-quarter earnings reports brought more bad news. Subprime CDOs 
dropped sharply in value in March, requiring huge write-downs and hammering earn-
ings reports. Goldman Sachs, Bank of America, and Lehman Brothers squeaked by 
with modest quarterly profi ts. Lehman pulled that off only by reporting a one-time 
noncash gain. Elsewhere, big losses came rolling in: $393 million at Wachovia, $1.96 
billion at Merrill Lynch, $5.11 billion at Citigroup, $2.2 billion at Fannie Mae, and 
$200 million at the smaller Freddie Mac. The world’s biggest bond insurer, MBIA, 
clocked in with a $2.4 billion loss. Countrywide Financial lost $893 million amid 
reports that federal investigators had proof that Countrywide offi cials had deliberately 
made loans despite knowing that borrowers’ incomes were infl ated.94 Washington 
Mutual lost $1.1 billion and AIG a staggering $7.81 billion due to write-downs on its 
credit default swap portfolio.

These losses paled compared to losses at UBS. On April 1, the Swiss investment 
bank giant announced a fi rst quarter loss of $18.12 billion, mostly on subprime and 
Alt-A investments. The news precipitated the ouster of its chairman, Marcel Ospel. By 
that point, UBS’s total write-downs from its subprime activities topped $37 billion. Next 
door, in Germany, Deutsche Bank announced a $3.9 billion write-down for the quar-
ter. Britain’s second largest bank, Royal Bank of Scotland, announced it was increasing 
its 2008 charge-offs to $11.7 billion—again, due to write-downs on mortgage-backed 
securities. Fitch Ratings put Icelandic banks on watch due to liquidity concerns. 

Back in the U.S., offi cials at the Federal Reserve and the SEC were prodding big 
banks to raise more long-term capital. Many of them succeeded, to the total tune of 
$28 billion. JPMorgan Chase and Citigroup each sold $6 billion in preferred stock. 
Merrill Lynch sold $9.5 billion in preferred shares and senior debt. Goldman Sachs 
sold $1.5 billion in ten-year notes, and Lehman Brothers raised $4 billion in pre-
ferred shares. Investors led by the private equity group TPG invested $7 billion in 
Washington Mutual; another private equity confab led by Corsair Capital pumped $7 
billion into National City Corporation. And Fannie Mae raised $7.4 billion that May. 
According to the Financial Times, “Many investors believe[d] the worst write-downs 
on mortgage-related assets and leveraged loan commitments [were] over.”95

Still, skeptics abounded. The spotlight was on Lehman Brothers, whose condition 
looked increasingly like Bear Stearns. Nearly one-third of Lehman’s assets were troubled 
subprime and Alt-A mortgage investments. Lehman was highly leveraged; on February 
29, 2008, its leverage ratio stood at 31.7 percent, meaning that the company’s capital 
barely exceeded 5 percent of total assets. Lehman’s stock had fallen 40 percent in 2007, 
and short sales of the company’s stock took off in March and April. (Short sales are essen-
tially bets that a company’s stock price will drop.) It did not help that Lehman had to liq-
uidate three of its funds and take a total of $1.8 billion in troubled assets back on its books. 

At the end of April 2008, the Federal Open Market Committee met again and 
found continued strain in the banking sector. The Fed decided to expand monetary 
relief on several fronts, including a quarter percent cut to the target federal funds rate 
and discount rate, bigger swap lines with central banks in Europe, and expansion of 
the Term Auction Facility. All this was on top of the March rate cuts.
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INVESTOR OF LAST RESORT

The Fed and the Bush administration continued to expand the federal role as fi nancier 
of last resort by creating new government markets for illiquid assets. In late April 
2008, the Fed quietly started to allow investment banks to post AAA-rated CDOs as 
collateral for loans from the Term Securities Lending Facility. This move was designed 
to offer temporary liquidity for hard-to-sell subprime CDOs that were lurking on 
banks’ books. 

Three weeks later, Education secretary Margaret Spellings and Treasury secretary 
Henry Paulson unveiled plans to revive the student loan market, which by then was on 
life support. Sallie Mae, which had been the primary originator of federally-insured stu-
dent loans, was considering exiting the guaranteed student loan business, and dozens of 
lenders had dropped out of the student loan market altogether. There were two reasons 
for this transformation.  The fi rst was that the market for bonds backed by student loans 
had dried up and the second was that, in 2007, the federal government had dramatically 
reduced the size of the subsidy it gave private lenders for making student loans. 

The few lenders left in the fi eld had all raised interest rates and imposed stiffer 
underwriting requirements, making it harder for students to qualify for loans. State-
sponsored student loan programs also started to disappear, often because the crisis in 
the bond markets made it impossible to raise funds to fi nance those programs. As a 
stopgap, Spellings and Paulson announced that the federal government would fi nance 
federal student loans itself for the coming school year. As part of that plan, the federal 
government would forge its own securitization market for student loans. If necessary, 
Spellings added, the federal government would make student loans directly. The Wall 
Street Journal remarked: “The injection of federal funds into the student-loan arena 
[was] the latest move by Congress and the administration to head off an election-year 
collapse of that market.”96

In a further attempt to boost the housing and credit markets, the federal government cut 
Fannie Mae’s capital surcharge again in mid-May, this time from 20 to 15 percent. It was 
prepared to do the same for Freddie Mac if Freddie raised additional capital, but Freddie 
never succeeded. With more resources, Fannie Mae was able to buy even more loans and 
securitize more mortgages, partially fi lling the hole left by the demise of the private-label 
mortgage securitization market. By July 2008, Treasury secretary Paulson would call the 
GSEs “the only functioning secondary mortgage market” in the United States.97

SINKHOLE

During the summer of 2008, as the presidential campaign was heating up, the U.S. 
economy continued its descent. Unemployment shot up 24 percent, reaching 6.2 per-
cent. Manufacturing contracted, home construction shrank, and auto sales tumbled 
further. The Dow Jones Industrial Average declined 8.66 percent from the beginning 
of June to the end of August. Crude oil hit record prices, and U.S. gasoline passed $4 
a gallon for the fi rst time.98

Second-quarter earnings reports brought a fresh round of misery. GM announced 
a $15.5 billion quarterly loss,while Ford’s was $8.7 billion. Wachovia bled $8.9 billion, 
its largest quarterly loss ever, and ousted its chief executive offi cer, Ken Thompson. 
Analysts reeled at news that Fannie Mae had lost $2.3 billion. AIG lost $5.4 billion, 
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spurring the departure of Martin Sullivan, its CEO. Losses totaled $2.5 billion at 
Citigroup, $821 million at Freddie Mac, and $1.76 billion at National City Corpora-
tion. Merrill Lynch’s loss weighed in at $4.65 billion and Washington Mutual’s at 
$3.33 billion. Overseas, UBS took a $329.3 million hit, and Royal Bank of Scotland 
was out $1.56 billion. Lehman Brothers was still in center stage with a $2.8 billion 
quarterly loss, sparking a crisis of confi dence and leading to the ouster of its president 
and the demotion of its chief fi nancial offi cer. On July 11, Lehman’s stock hit a new 
low, down 83 percent from its 2007 high. 

Short sales spiked, driving down the price of fi nancial stocks. There was concern 
that naked short sales—short sales accomplished without borrowing the stock being 
shorted—were fueling ruinous speculation. On July 15, the SEC entered an emergency 
order placing a brief ban on naked short sales of nineteen fi nancial stocks, including 
Fannie Mae, Freddie Mac, and the nation’s largest banks. 

By midsummer, it was clear that the fi nancial crisis had become a banking crisis of 
major proportions. Before July 2008, the credit crisis had claimed seven small banks 
and thrifts, but no big ones had capsized. That all changed on Friday, July 11, when 
the crisis toppled the fi rst large bank. IndyMac Bank, FSB, with $32.3 billion in assets, 
became the second largest United States  depository institution in the country’s his-
tory to fail, succumbing to rash mortgage loans. IndyMac was in such rough shape 
that no buyer wanted to touch it when the FDIC seized the bank. The following 
Monday, when the FDIC reopened the thrift, depositors, almost all of whom were 
FDIC-insured, formed lines outside the bank, desperate to withdraw their cash.

Fannie Mae and Freddie Mac were on the skids, too. On Monday, July 7, a Lehman 
Brothers report questioned the capital adequacy of both GSEs.99 With that report, 
GSE stockholders dumped their shares, on fears that investors might refuse to roll 

FIGURE 2.5.
Customers line up in front of IndyMac. (Gabriel Bouys/Getty Images News/
Getty Images).
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over the GSEs’ debt, creating a replay of Bear Stearns that could reduce shareholders’ 
equity in the process. At midweek things got worse after William Poole, president of 
the St. Louis Fed, told Bloomberg News that Fannie and Freddie were insolvent and 
might require a government rescue.100

On the morning of July 11, the New York Times reported that senior Bush admin-
istration offi cials were preparing plans to seize Fannie Mae and Freddie Mac if their 
conditions worsened.101 That day, their stock prices plunged about 50 percent before 
stabilizing after Paulson doused the Times report in a carefully worded press release. In 
it, Paulson said that “our primary focus is supporting Fannie Mae and Freddie Mac in 
their current form.” Pundits read Paulson’s words to mean that the Treasury secretary 
had ruled out government nationalization of the mortgage giants. 

Paulson’s next move, however, suggested that the GSEs’ only likely source of fresh 
capital was Uncle Sam himself. By now, the Bush administration was depending on 
Fannie and Freddie to keep housing fi nance alive and needed to keep the GSEs afl oat. 
On Sunday, July 13, Paulson came up with a plan to shore up the GSEs; his plan ulti-
mately became part of the Housing and Economic Recovery Act of 2008 (HERA),102

which the president signed into law on July 30. HERA gave the Treasury Department 
authority to invest in the GSEs’ stock and bonds. It also created a new regulator for 
the GSEs, the Federal Housing Finance Agency (FHFA), and gave it the authority to 
place the GSEs in conservatorship or receivership, if need be. 

HERA also expanded FHA lending, by authorizing FHA to guarantee up to $300 
billion worth of refi nanced mortgages. The guarantees only applied if lenders agreed 
to refi nance borrowers into fi xed-rate FHA mortgages after reducing the principal 
to 90 percent of the homes’ appraised values. Lenders had to absorb the losses from 
the principal reduction, but, in exchange, FHA guaranteed the loans. The hitch for 
borrowers was that they had to pay high fees and share any future appreciation with 
the FHA. The new program, called Hope for Homeowners, or H4H for short, antic-
ipated helping 400,000 distressed borrowers refi nance. In order to qualify for H4H, 
borrowers had to have unaffordable loans and be unable to refi nance because their 
homes were worth less than the amount due on their loans. HERA also created the 
Neighborhood Stabilization Program to provide grants to states and local govern-
ments to address foreclosures and abandoned property. The other noteworthy piece 
of HERA was the requirement that all states establish a registry for mortgage brokers 
and a system for educating and licensing those brokers.103

While HERA had some consumer-friendly provisions, the bill’s main focus was 
the GSEs. Many people rightfully believed that the government was preparing to 
seize the GSEs. In testimony before Congress, Paulson suggested otherwise, saying: 
“If you’ve got a bazooka, and people know you’ve got it, you may not have to take 
it out.”104 Of course, the administration did not want to use the bazooka because it 
would mean another bailout on its watch. The White House hoped to funnel cash to 
the GSEs without having to make a politically controversial fi scal outlay. So it turned 
to the Fed for further help in stabilizing the GSEs. On Sunday, July 13, the Federal 
Reserve issued a terse press release stating that it was opening the discount window to 
Fannie Mae and Freddie Mac. The Fed defended this extraordinary expansion of its 
discount window facility as necessary “to promote the availability of home mortgage 
credit during a period of stress in fi nancial markets.” Unimpressed, the Wall Street 
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Journal criticized Paulson for passing the buck to the Fed and called on him to make 
an immediate federal injection into both companies to boost their sagging capital.105

That didn’t happen.
In the meantime, Washington Mutual was battling liquidity problems of its own. 

On July 24, a research analyst at Gimme Credit reported that uninsured depositors 
and providers of commercial paper were quietly pulling their funds out of WaMu. 
That day, U.S. fi nancial stocks experienced their worst one-day drop since 2000. 
Washington Mutual hastily tapped the Fed’s discount window, Federal Home Loan 
Bank loans, and open market operations to assemble $10 billion in fresh cash.106

Behind the scenes, some Federal Reserve offi cials worried that the credit markets 
were coming unglued again. On July 30, the board announced that it was extending its 
emergency liquidity programs through January 30 and started offering Term Auction 
Facility loans of up to eighty-four days.107

THE DEAD OF SUMMER

In Washington, as elsewhere, August was sleepy, apart from the thrill of the 2008 
Olympics in Beijing and the Democratic and Republican political conventions at 

FIGURE 4.6.
U.S. Treasury Secretary Henry Paulson (left) and Federal Reserve Board Chairman 
Ben Bernanke testify before the Senate Banking, Housing and Urban Affairs 
Committee on Capitol Hill. (Chip Somodevilla/AFP/Getty Images)
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home. There were few fi nancial developments, and they largely went unnoticed. The 
Danish central bank seized Roskilde Bank after falling real estate values drove the 
lender into insolvency.108 Big banks agreed to legal settlements in July and August to 
take huge sums of worthless auction rate securities back onto their books.109 Near the 
end of the month, Bloomberg News issued a shocking fi gure: total write-downs and 
credit losses at the world’s biggest banks to date had topped half a trillion dollars.110

 The public’s attention, however, was elsewhere. Michael Phelps won a record eight 
gold medals for swimming at the Beijing Olympics. Later, on August 27, the Demo-
cratic Party nominated Barack Obama to be the nation’s fi rst African-American presi-
dent. John McCain accepted the Republican nomination for president after choosing 
Alaska governor Sarah Palin for his vice presidential running mate. 

August was also a quiet time at the Federal Reserve Board. The Federal Open 
Market Committee met and decided not to lower interest rates. Some present were 
sanguine and ventured “that risks to the fi nancial system had receded.” According 
to the minutes, the committee members “generally anticipated that the next policy 
move would likely be a tightening” of interest rates. They did not meet again until 
September 16.
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a
Meltdown

In an address in Singapore in mid-August 2008, Kenneth Rogoff, the former chief 
economist of the International Monetary Fund, warned his audience, “The worst is to 

come.”1 He was right.

BAZOOKA

During the summer of 2008, Henry Paulson assured Congress that by creating a 
mechanism for placing Fannie Mae and Freddie Mac into conservatorship, Congress 
would calm investors. Paulson had expressed confi dence that he would never actually 
have to use his “bazooka” to rein in the GSEs. Less than two months later, however, 
the Treasury secretary pulled the trigger. 

On the weekend of September 6, 2008, Paulson summoned the CEOs of Fannie 
Mae and Freddie Mac and told them they had to step down.2 The government was 
seizing both companies and putting them into conservatorship. Fannie and Freddie 
would continue to operate but under federal control, with U.S. taxpayers absorbing their 
losses. The federal conservator would have full voting control over the companies. 
According to Paulson, the conservatorship would give policymakers a “time-out” to 
decide how to restructure the GSEs going forward.3

What accounted for the GSEs’ demise? In the 1990s—as best we know—Fannie 
and Freddie confi ned their loan purchases to prime mortgages and the best Alt-A 
loans. During the housing bubble, however, both fi rms lost market share as private-
label subprime securitization boomed and consumers were shunted into nontradi-
tional loans. At the same time, Congress expected the GSEs to increase their purchase 
of mortgages to lower-income neighborhoods and borrowers.

As private companies with a public mandate and implicit government backing, the 
GSEs served two masters, neither well. As private concerns, they were under pressure 
from shareholders to meet their quarterly earnings targets. Under their public man-
date, Congress expected the fi rms to meet affordable housing goals to expand access to 
credit. To satisfy both sets of demands, in 2005 the companies began ramping up their 
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purchases of poor quality subprime loans. They also made the misguided decision to 
invest in large quantities of private-label subprime bonds, partly because it allowed 
them to meet their affordable housing goals. 

Both business strategies backfi red, with disastrous results. By mid-2007, Fannie 
and Freddie were bleeding ink and more huge losses were on the horizon. Worse yet, 
the companies had almost no fi nancial cushion because the federal government only 
required them to hold minimum capital of a measly 2.5 percent of total assets (plus 
0.45 percent of off-balance sheet items). The boards of the GSEs resisted raising more 
capital because they wanted to avoid diluting shareholders’ holdings. Shareholders, in 
turn, became increasingly nervous about the companies’ meager capital and accounting 
integrity. Voting with their feet in the summer of 2008, they forced Fannie’s and 
Freddie’s share prices down sharply.

Foreign investors became anxious that the GSEs might renege on their debt. They 
curtailed their purchases and demanded higher risk premiums on Fannie and Fred-
die bonds. Analysts became concerned that investors would fl ee GSE bond offerings 
altogether, which would have been tantamount to a run. The administration could 
not afford this exodus because the U.S. housing market was relying on Fannie and 
Freddie for 70 percent of home mortgages. In August, the screws tightened further 
after Freddie Mac tried to fl oat a belated stock offering to raise new capital. Investors 
rejected the offering out of hand, spooked that a possible federal takeover could wipe 
out their investment. Both companies’ stocks were in a nosedive, having fallen almost 
90 percent in the fi rst eight months of 2008. 

Alarmed, Treasury started drawing up contingency plans and sent in Morgan Stan-
ley analysts to examine Fannie’s and Freddie’s books. What they saw was ugly. Freddie 
Mac had used clever accounting tricks to make it appear adequately capitalized. It was 
still holding delinquent mortgages and subprime bonds at full value on its books. In 
addition, the company had infl ated its net worth with deferred tax credits for which it 
had no use because it was not making any profi ts. Fannie Mae had used similar strate-
gies to a lesser extent.4 By August 26, the capital position of both companies was so dire 
that Paulson placed a video conference call from a bunker under the West Wing of the 
White House to Crawford, Texas, to brief President Bush at his ranch. By Labor Day 
weekend, plans to put the GSEs into federal conservatorship were under way.5

In the most striking feature of the conservatorship, the federal government made the 
implicit federal guarantee of Fannie and Freddie explicit by guaranteeing principal and 
interest payments on both companies’ debt and mortgage-backed bonds. This propped 
up private fi nancing for both fi rms by ensuring that holders of the bonds would be 
timely repaid in full. The rescue did not extend to Fannie’s and Freddie’s shareholders, 
whose dividend payments were canceled and who stood last in line for recovery.6

Under the terms of the conservatorship, the federal government pledged to pump 
enough money into the companies to restore them to positive net worth. Originally 
that pledge was capped at $100 billion apiece. In return, Uncle Sam received senior 
preferred shares in both companies paying 10 percent a year, plus unspecifi ed quarterly 
payments. Effectively that made the government the controlling shareholder of 
Fannie Mae and Freddie Mac. In addition, the government received stock warrants—
that is, purchase rights—entitling it to buy up to 79.9 percent of each company’s com-
mon stock for less than $1 a share.7
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In another major feature of the takeover, the federal government made sure that 
Fannie and Freddie could borrow to fi nance their operations, under the Housing and 
Economic Recovery Act. Treasury arranged this support by giving both GSEs direct 
borrowing privileges under the new Secured Lending Credit Facility if the private 
debt markets dried up.8 In addition, Treasury and the Fed began buying large quanti-
ties of Fannie and Freddie mortgage-backed securities and debt on the open market 
to bring down interest rates on home mortgages.

The rescue of Fannie and Freddie demonstrated that the fi nancial system had 
become too dependent on the implicit federal guarantee of the GSEs to let the com-
panies fail. Too many banks had invested in Fannie and Freddie bonds and many 
would have toppled if those bonds had gone into default. Likewise, central banks and 
other investors around the world, including China, had purchased Fannie and Freddie 
MBS in the belief that the bonds were virtually risk-free. A default would have shat-
tered the faith of global investors in anything remotely smacking of a U.S. obligation. 
“Because the U.S. Government created these ambiguities,” Paulson asserted when tak-
ing control of the companies, “we have a responsibility to both avert and ultimately 
address the systemic risk now posed by the scale and breadth of the holdings of GSE 
debt and MBS.”9

There was another rationale for bailing out Fannie and Freddie. If the govern-
ment had let them default on their bond obligations, most of what remained of the 
U.S. system of residential fi nance would have collapsed, wiping out home values and 
deepening what was already the worst recession since the 1930s. The administration 
viewed Fannie Mae and Freddie Mac as “critical to turning the corner on housing” and 
was determined not to let them fail.10

The price tag was enormous. After the GSEs were put into conservatorship, their 
losses continued to mount, further depleting their capital. By October 2009, the federal 
government had injected $96 billion into the GSEs in the form of senior preferred stock 
to keep them afl oat. Treasury and the Fed had also bought $1 trillion or so in GSE 
mortgage-backed securities and well over $100 billion in debt issued by the two fi rms.11

As with Bear Stearns, when the government seized the GSEs, it was still attacking 
the fi nancial crisis one institution at a time. But the model that the government used 
for Fannie and Freddie was distinct from the one it used to rescue Bear Stearns. For 
one thing, under the rules of the GSEs’ conservatorship, shareholders moved to the 
back of the line for recovery. In that way, conservatorship meant that shareholders did 
not profi t from their recklessness at the expense of taxpayers. That was a big improve-
ment over the deal with Bear Stearns. Another major difference was that the federal 
government bought outright equity stakes in both companies. The purpose of outright 
ownership was to allow U.S. taxpayers to reap any profi ts from the bailouts, but the 
structure also put Uncle Sam in the uncomfortable position of partially nationalizing 
two large fi nancial concerns. Nevertheless, the preferred stock ownership model used 
for the GSEs would become the template for numerous federal bailouts to come.

THE SITUATION ON MAIN STREET

While tumult reined on Wall Street, individuals who bore no blame for the subprime 
crisis were feeling their own pain. Businesses that relied on home sales, like title 
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insurance companies, laid off thousands of workers. The construction trades were hit 
hard because there was no market for new homes. Workers lost their jobs and devel-
opers were stuck with large inventories of unsold homes; many ultimately went under, 
often losing their personal savings along the way. Appliance manufacturers, carpet 
installers, and paint companies felt the sting, too. Children’s furniture sales dropped 
and home supply stores like Linens ’n Things closed up shop.12

In a sharp example of the spillover effects from subprime lending, breeders of mice felt 
the pinch when the decline in home construction reduced the amount of available saw-
dust, driving up the price of the sawdust they needed for their kennels. It wasn’t just the 
mice breeders. Farmers, ranchers, wineries, oil companies, and particle-board and auto-
parts manufacturers all use sawdust. For some companies, the lack of sawdust meant they 
had to reduce their production, which then led to lay-offs, and so the cycle continued.13

Working people who had money in mutual funds holding subprime securities and 
stocks experienced deep dives in the value of their assets. Pension funds were big inves-
tors in mortgage-backed securities and even funds with no direct exposure to subprime
mortgages were losing value. When the value of pension assets tumbles, companies have 
to drum up cash to meet the shortfall. If a private plan fails, the federal Pension 
Benefi t Guaranty Corporation has to step in to cover the plan’s obligations. By the end 
of 2008, the pension funds at the country’s 1,500 biggest companies were underfunded 
to the tune of $409 billion. The public sector similarly suffered. At the end of 2008, 
public pension funds’ liabilities exceeded their assets by an average of 35 percent. In 
the hardest hit states, the differential was as high as 50 percent. In response, states 
faced the uncomfortable choice of increasing taxes to cover the shortfall, postponing 
workers’ eligibility for retirement, or deferring funding of public plans.14

LEHMAN BROTHERS TOPPLES

Back on Wall Street, the venerable Lehman Brothers, founded in 1850, was in dire 
straits. Lehman Brothers’ balance sheet looked disconcertingly like Bear Stearns’ six 
months earlier. Lehman had aggressively expanded into subprime and Alt-A securiti-
zations and was up to its ears in troubled mortgage assets. In addition, the fi rm’s 
commercial real estate investments had been hammered by falling real estate prices. 
And like Bear, Lehman had barely any capital. At one point in March 2008, its 
leverage ratio hit 44 percent. Lehman had also numbered among the ten biggest sellers 
of credit default swaps on subprime debt. 

To make matters worse, Lehman took its time shedding bad assets and raising 
capital when the subprime crisis began because it did not want to record write-downs 
or dilute shareholders. Once Bear was gone, investors had Lehman in their crosshairs 
and shorting Lehman stock became a sport. Every drop in Lehman’s stock price made 
it harder for the company to raise capital, triggering a vicious cycle.

Given Lehman’s heavy subprime bets, losses were inevitable, and eventually they 
materialized in June 2008. Although Lehman could tap the Fed’s discount window, 
investors were anxious because the fi rm had not found a solution to its fi nancial woes. 
Plans to sell off Lehman’s investment management unit had gone nowhere; so had 
plans to segregate its troubled assets into a separate “bad bank.” One management 
shakeup followed another.
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Lehman had been urgently searching for a buyer. It had reached out to Warren 
Buffett in March, to no avail; Morgan Stanley had already shrugged Lehman off. 
By late summer, Lehman was pinning its hopes on the Korea Development Bank or 
Bank of America. Secretary Paulson and the New York Fed’s Timothy Geithner had 
even hosted a secret rendezvous at a New York Fed dinner on July 21 to allow Richard 
Fuld, the CEO of Lehman, to make a proposition to Ken Lewis, the CEO of Bank of 
America, but Lewis did not bite.15

Earlier that year, Lehman had balked at selling its bad assets at a loss and now it 
was paying the price. By early September 2008, Lehman’s toxic assets outstripped its 
capital by more than two to one. On Tuesday, September 9, the press announced that 
Korea Development Bank had cut off talks with Lehman. That day, Standard & Poor’s 
and Fitch sounded the death knell, putting Lehman on review for a credit downgrade. 
On the news, Lehman’s stock plummeted 45 percent, while the cost of insuring its 
debt skyrocketed. 

Wednesday morning, the Wall Street Journal opined: “The market is close to giving 
up on Lehman.”16 Richard Fuld reported that day that the company had suffered a 
$3.9 billion loss in third quarter 2008 and was now thinking about selling major assets. 
His assurances failed to placate investors, sending the fi rm’s stock down 77 percent for 
the week. In a terrifying replay of Bear, Lehman’s lenders demanded more collateral 
and quietly cut their credit lines. Hedge funds pulled their prime brokerage accounts 
from Lehman, while CDS buyers scrambled to sell their protection contracts back to 
the fi rm.

Friday night, September 12, Henry Paulson, Ben Bernanke, Timothy Geithner, 
and SEC chairman Christopher Cox convened a meeting of Wall Street titans and 
gave them an ultimatum: there would be no federal bailout for Lehman Brothers; any 
solution had to come from “the Street.” According to reports, Paulson and Bernanke 
drew a line in the sand because unlike Bear, Lehman had had time to raise capi-
tal. Even more importantly, the economic leaders knew that a second bailout would 
embolden investors into thinking that the government would always be at the ready 
to bail out large banks. 

That week, Bank of America had been reconsidering a merger with Lehman, but 
it walked away once Paulson made it clear there would be no federal support. Sunday 
afternoon, September 14, Barclays jilted Lehman after the Federal Reserve refused 
to guarantee the ailing fi rm’s assets. Despite marathon weekend meetings at the New 
York Fed, no other fi rm was willing to step up to the plate, either singly or together, 
to buy Lehman Brothers. Swap traders rushed to their desks that Sunday to line up 
swap sellers who were prepared to replace the enormous sums of CDS contracts sold 
by Lehman. 

Over that weekend, other fi nancial giants became engulfed in crises as well. One 
was Merrill Lynch, of the “thundering herd” fame. The Wall Street fi rm, with over 
$900 billion in toxic assets, was vulnerable to the same type of run as Lehman Brothers 
and Bear Stearns, and its share price had plunged 38 percent in just four days. After 
Paulson and Bernanke decided to nix federal aid to Lehman, Merrill Lynch realized it 
would be the next domino to fall unless it found an immediate suitor. In record time, 
on Sunday night, September 14, Bank of America hastily struck a deal to buy Merrill 
Lynch, ending the fi rm’s proud ninety-four years of independence. Bank of America’s 
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shareholders voted to approve the acquisition on December 5, 2008, after which two 
disturbing facts emerged. First was the bombshell that Merrill had paid $3.6 billion to 
its traders in bonuses right before the merger became fi nal, leading the judge who later 
reviewed the case to exclaim: “Do Wall Street people expect to be paid large bonuses 
in years when their company lost $27 billion?”17 Second, Bank of America discovered 
$12.5 billion in after-tax losses at Merrill Lynch, almost four times more than antici-
pated, a discovery the fi rm supposedly made after the vote.18

There were rumblings at Washington Mutual as well. Losses were soaring on its 
$50 billion portfolio of pay-option ARMs, particularly on West Coast homes, where 
property values had collapsed. The thrift’s stock price had dropped 92 percent over 
the course of one year. On September 4, WaMu’s board forced out Kerry Killinger, 
the company’s CEO, after a string of multi-billion dollar losses. On September 9, 
the public learned that WaMu’s board had signed a secret supervisory agreement—a 
bellwether of serious trouble—with the thrift’s regulator, the Offi ce of Thrift Supervi-
sion. Moody’s and Fitch thereupon downgraded the company and observers began 
forecasting the thrift’s demise. 

AIG was deep in trouble, too. Moody’s and Standard & Poor’s had already changed 
their outlook for AIG to negative in February 2008 and had downgraded its credit 
rating that May. Write-downs on credit default swaps and mortgage-backed secu-
rities had forced AIG to record net losses of $13.2 billion for the fi rst half of 2008, 
eroding its capital. Together, the downgrades and the write-downs exposed AIG to 
substantially higher collateral calls that the company did not have the cash to meet. 
Analysts started hounding AIG for additional write-downs on its swaps portfolio, 
especially after Merrill Lynch decided to slash the value of its own swaps to thirteen 
cents on the dollar in July 2008. Between September 2007 and September 2008, AIG’s 
stock price fell over 80 percent. 

On September 12, 2008, Standard & Poor’s issued a warning that AIG faced 
another possible downgrade, pushing AIG’s stock price down 30 percent. Every 
time its stock price slid, AIG found it harder to attract new capital. The company 
scrambled unsuccessfully to raise $40 billion in cash. On Sunday, September 14, AIG 
executives approached Geithner at the New York Fed for a bridge loan. They walked 
away empty-handed. 

That night, the Federal Reserve Board girded itself for chaos. The Fed knew 
that investment banks and hedge funds relied on short-term loans through the “repo” 
market as their lifeblood. In the repo market, a dealer or other investor sells securities 
for cash to a buyer with an agreement to repurchase the securities in the near future, 
rarely longer than thirty days, at a set price. These repo agreements, in effect, are loans 
backed by securities. If the dealer fails to make good on the promise to repurchase the 
securities, the buyer can sell the collateral. Buyers’ willingness to enter into repo agree-
ments is based, in large part, on their expectations about the value of the collateral. 

With multiple cracks appearing on Wall Street, the Fed became worried that the 
repo market would freeze up. So on Monday, September 15, the Fed announced that 
it was replicating the repo market at the discount window. Investment banks could 
obtain loans at the discount window, posting the same type of collateral (including 
stock) permitted for repo loans. To shore up Wall Street, the Fed also expanded the 
collateral that investment banks could exchange for Treasury bonds. In addition, the 



 

CHAPTER 5 MELTDOWN • 105

Fed temporarily relaxed its confl ict-of-interest rules to allow insured banks to pump 
money into their affi liates in exchange for investment-grade subprime bonds.

ALL HELL BREAKS LOOSE

Monday morning, September 15, 2008, Lehman Brothers became the biggest U.S. 
bankruptcy fi ling in history, sending worldwide markets into a panic. Investors 
dumped stocks, especially fi nancial stocks, for the safety of Treasury bonds. By the 
time trading closed at 4:00 P.M., the Dow Jones Industrial Average had plunged 
504.48 points or 4.4 percent, its biggest drop percentage-wise in over six years. The 
Tokyo stock market dropped 5.1 percent; the Hang Seng index in Hong Kong slid 6.1 
percent. Fear was rampant. Traders were terrifi ed that companies that had sold credit 
default swap protection on Lehman’s debt would be forced to make large cash 
payouts when they could least spare the cash. Companies that had bought swap pro-
tection from Lehman faced write-downs on those swaps, infl icting a further hit to 
their capital.

The stock markets were not the only trading posts affected. The market for inter-
bank credit choked, pushing LIBOR up to 3.106 percent, a 44 percent increase in just 
one day. To relieve the funding pressure on banks, central banks from Europe to China 
fl ooded the global banking system with cash.

Zig-Zag
Meanwhile, on the evening of Monday, September 15, AIG was holding on for dear 
life. Late that afternoon, Standard & Poor’s and Moody’s had downgraded the com-
pany’s long-term rating three notches, causing AIG’s stock to plummet 60 percent. The 
downgrades forced AIG to raise considerably more cash—as much as $75 billion—to 
cover its credit default swap obligations. On Monday, the New York insurance depart-
ment had given AIG permission to pull $20 billion in cash out of its insurance subsid-
iaries in exchange for illiquid assets worth the same amount. Still, that was just a drop 
in the bucket and time was running out. AIG did not have the time it needed to sell 
huge sums of assets at distress sale prices to raise more funds. The company’s last best 
hope evaporated when JPMorgan Chase and Goldman Sachs, unable to pin down the 
size of AIG’s fi nancial hole, refused to make it a bridge loan.

The thought of an AIG bankruptcy struck terror in federal offi cials. Countless 
banks and mutual funds owned AIG debt, which would instantly go into default if 
AIG fi led for bankruptcy. In addition, AIG was one of the biggest worldwide sellers 
of credit default swap protection on corporate bonds, mortgage-backed securities, and 
CDOs. With $441 billion in swap obligations, AIG’s reckless swap activity dwarfed 
Lehman Brothers’. Goldman Sachs alone had $20 billion in exposure to AIG swaps. 
If AIG failed and reneged on its swaps, institutions that had bought default protection 
on the bonds they held would be forced to take write-downs, eroding their capital and 
forcing them to raise more equity just when the stock markets were in disarray. Some 
of them would not survive. The panic that had erupted after Lehman Brothers fi led 
for bankruptcy only compounded fears about a chain reaction of horrifi c proportions.

On Tuesday, September 16, Paulson and Bernanke blinked and agreed to a fed-
eral rescue of AIG to avoid fi nancial confl agration. That evening, after an afternoon 
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briefi ng to President Bush, the two men went to Capitol Hill and informed stunned 
congressional leaders that the Federal Reserve was planning to throw AIG an $85 bil-
lion lifeline. Bernanke warned legislators that an AIG collapse could trigger a massive 
run on mutual funds because AIG was one of the ten most common stock holdings in 
401(k) plans.19 Congressman Barney Frank asked Bernanke if he had $85 billion on 
hand, to which Bernanke reportedly replied, “I have $800 billion.” Frank later com-
plained to the press: “No one in a democracy unelected should have $800 billion to 
dispense as he sees fi t.”20 The public learned of the rescue later that night. 

To fi nance the bailout, the Federal Reserve took the extraordinary step of opening 
the discount window, this time not to a commercial bank or even an investment bank, 
but to an insurance company. As legal authority for this unprecedented step, the Fed 
invoked the “unusual and exigent circumstances” clause in Section 13(3) of the Federal 
Reserve Act, just as it had in the Bear Stearns rescue.

The Fed did not let AIG off lightly. The U.S. government received a 79.9 percent 
equity stake in AIG as recompense for the bailout. In addition, the Fed charged a 
punitive interest rate of LIBOR plus 8.5 percent on its $85 billion loan. In return, 
AIG pledged all of its assets as collateral, including its stock in its insurance com-
panies. It had twenty-four months to repay the loan, and the Fed expected it to sell off 
its noncore businesses to retire the debt. Heads rolled, too, and one was AIG’s CEO, 
Robert Willumstad, whom Paulson personally asked to step down.21

When the United States bought AIG, it chewed off more than it realized. Once 
the federal government became AIG’s controlling shareholder, it felt compelled to 
pour more money into AIG to salvage its investment. On October 8, just three weeks 
after the bailout, the press reported that AIG had already drawn down over $61 billion 
of its $85 billion loan. The Fed made AIG another loan of $37.8 billion that day to 
tide over the company. As a former chief accountant for the SEC, Lynn Turner, told 
Congress: “This is hardly a situation . . . that instills confi dence or trust.”22

Three weeks later, on October 30, the Fed allowed AIG to borrow an additional 
$20.9 billion under its commercial paper program. The following month, continued 
distress at AIG compelled the Treasury Department to restructure AIG’s bailout pack-
age and increase the total aid to the company to $150 billion. In early March 2009, 
Washington upped AIG’s aid package by another $30 billion and relaxed the terms of 
AIG’s loan.23 It did so right before AIG announced its biggest quarterly loss ever, of 
$61.7 billion. On April 17, the Treasury Department injected another $29.8 billion 
and by year-end 2009, the government had pumped $182 billion into AIG. A General 
Accountability Offi ce report in September 2009 glumly concluded that AIG’s ability 
to fully repay its federal aid “remain[ed] uncertain.”24

The AIG fi asco was compounded by the federal government’s ill-fated decision 
nearly ten years earlier to exempt credit default swaps from regulation. This meant the 
Fed did not know what AIG’s books looked like when the company was effectively 
nationalized. Once again, the Fed was fl ying blind when making critical decisions, just 
as it had with Bear Stearns. 

Other problems arose because the Fed lacked regulatory authority. When deposi-
tory institutions fail, regulators have clearly delineated steps for resolution. This was 
not the case with AIG. The only two options for resolving the company were bank-
ruptcy or a government bailout. Understandably skittish about forcing AIG into 
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bankruptcy, the Fed chose the safer route and overnight came to control the world’s 
largest insurance company. By permitting AIG to live and condemning Lehman to 
die, it opened itself up to criticism that it was picking winners and losers.

The Ship Cracks
On Tuesday, September 16, AIG was not the sole preoccupation of the Fed. The Fed-
eral Open Market Committee met and voted to leave the federal funds target rate 
untouched at 2 percent. Although the target rate was 2 percent, the actual rate that 
banks were charging each other for overnight loans was 4 percent, so the Fed poured 
$50 billion into the market to bring the rate down to the 2 percent target.

Other markets were experiencing severe distress. Overnight LIBOR had more than 
doubled, from 3.10625 percent to 6.4375 percent, putting intense strain on banks that 
needed to borrow. Interest rates on asset-backed commercial paper jumped as well. 
On Tuesday, the Tokyo and Shanghai stock markets lost 5 percent; the major Russian 
stock exchange Micex fell 17.45 percent, bringing trading to a halt.

Even more frightening, a $65 billion money market fund—the Reserve Primary 
Fund—had “broken the buck.” The news came as a shock because investors viewed 
money market funds as the ultimate in safety and depended on getting $1 back for 
every dollar they invested. The Primary Fund had purchased commercial paper from 
Lehman Brothers, which had been wiped out in bankruptcy. Those losses, plus heavy 
redemption requests, limited the fund to paying out ninety-seven cents for every dollar 
invested. In addition, the fund announced it would delay further redemptions for up to 
seven days, as permitted by law. The Primary Fund was not alone. Two other money 
market funds “broke the buck” that day.

Investors, from the biggest Wall Street houses to the average Joe on Main Street, 
were spooked. The $3.4 trillion money market industry had been considered a safe 
haven, one many investors had fl ocked to when the economic crisis began. Eighty 
percent of U.S. companies and 20 percent of households held cash in money market 
funds.25 Now, to everyone’s shock, their principal might not be safe. 

Unable to tell which funds were viable, investors pulled their cash out of money 
market funds, setting off what would become a $200 billion net outfl ow. Shortly after 
the Reserve Fund news, Putnam liquidated its Prime Money Market Fund because of 
a run, further rattling investors. To stave off heavy redemptions, some fund sponsors 
hastily proclaimed that they would subsidize their funds if necessary to maintain the 
$1 share value. Behind the scenes, other money market funds quietly placed limits on 
large redemption requests, unable to liquidate their commercial paper holdings fast 
enough to meet redemption demands. The commercial paper market quickly jammed.

The havoc escalated on September 17. The New York Times reported that “many 
credit markets [had] stopped working normally.”26 Short-term debt markets froze 
as money market funds, the lifeblood of those markets, stopped buying commercial 
paper. Central banks around the world, including the Fed, pumped wads of money 
into the global fi nancial system in a desperate attempt to thaw the credit markets. 
Investors rushed to safety, at one point sending the yield on one-month Treasury bills 
below zero; they were essentially taking a loss to gain security. Fear gripped the market 
for corporate bonds, pushing their spread over U.S. Treasury bonds to the widest level 
in years. 



 

108 • PART II CONTAGION

Shareholders headed for the doors. The Dow Jones Industrial Average plunged 
449 points. Goldman Sachs and Morgan Stanley suffered mass sell-offs of their stock, 
while the cost of protecting their debt hit new highs as investors bit their nails about 
both fi rms’ dependence on leverage. Morgan Stanley wooed Citigroup as a suitor, 
then Wachovia. Short sales hammered Washington Mutual’s stock, prompting reports 
that WaMu, too, was contemplating a sale. In Washington, the SEC strengthened its 
curbs on naked short sales, while federal banking regulators rushed out a proposal to 
encourage bank mergers by allowing purchasers to count goodwill toward their capital 
requirements. Meanwhile, President Bush was nowhere in sight.

By then, it was painfully clear that the subprime crisis had engulfed the global 
fi nancial system and was in danger of decimating the life savings of average men and 
women. The markets that Americans relied on for their retirement savings—the stock 
market, the corporate bond market, and even money market funds—were imploding 
all at once. An unknown number of banks were hovering on the brink of failure. No 
one wanted to lend because they could not tell where the fi nancial time-bombs were 
hidden. Even Goldman Sachs’s viability was in doubt. Washington’s style of crisis 
management by improv was provoking hysteria. Commentators accused Bernanke and 
Paulson of playing “whack-a-mole,” hitting one mole just as another mole popped up 
elsewhere.27

No More Whack-a-Mole
With the fi nancial system in cardiac arrest, Bernanke and Paulson jumped into action.
On Thursday, September 18, the Federal Reserve funneled $300 billion into the credit 
markets, to no avail. Next, Paulson announced that the U.S. Treasury Department 
would tap the Exchange Stabilization Fund to issue a one-year, $50 billion blanket 
guarantee of all balances in participating money market funds as of September 19. 
Simultaneously, the Fed announced it was again invoking its extraordinary authority 
under Section 13(3) to funnel loans immediately to money market funds through 
banks to allow the funds to honor their redemption requests and buy commercial 
paper.28 Paradoxically, these moves made money market funds even safer than bank 
deposit accounts. 

The night of Thursday, September 18, Bernanke and Paulson went back to the 
White House, where they informed the president and his economic team that the 
credit markets were still frozen and drastic action was needed. The president was 
stunned and after a moment asked, “How did we get here?”29 We don’t know how 
Bernanke and Paulson responded. What we do know is that they returned to Capitol 
Hill, where they told ashen legislators that the fi nancial system was on the verge of col-
lapse, putting their constituents’ investments at risk. The time had come, they argued, 
for a comprehensive taxpayer bailout of banks. 

Their proposal was to have the Treasury Department buy up toxic subprime 
assets from distressed fi nancial fi rms and hold those assets for sale until asset prices 
improved. In a public statement on Friday, Paulson argued that removing the bad 
assets parked on banks’ books would free them to lend to consumers and businesses 
again. With luck, the government would even make money that would eventually 
benefi t taxpayers. 

The markets reveled in the news, sending the Dow up 368 points on Friday. But 
serious doubts surrounded the plan from the start. Were banks really willing to sell 
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their assets at fair market value? After all, many banks had not yet written down the 
assets to realistic values. If they sold their toxic holdings at fair market value, they 
would have to record gigantic losses, eating into their capital and requiring them to 
raise more equity at the worst imaginable time. Alternatively, if Washington offered 
to pay a higher price, U.S. taxpayers would be staring at a big loss, and banks would 
be rewarded for irresponsible past practices. Anyway, how could anyone determine fair 
market value when the assets were not trading? If Paulson was wrong, the potential 
cost to taxpayers could be enormous.

Paulson delivered his proposal to Congress on Saturday, September 20. The bill, 
only three pages long, was breathtaking in its audacity. The draft was silent about lim-
its on executive compensation, aid to homeowners, or capital infusions to banks. The 
Bush administration was casting aside free-market ideology to ask Congress for the 
biggest appropriation in history—$700 billion—to buy mortgage-related assets from 
U.S. fi nancial institutions with no judicial review. President Bush took to the airwaves 
to push for the bill.

From legislators’ perspective, the timing was disastrous. There were seven weeks 
to go before the hotly contested presidential election. A third of the Senate and every 
member of the House of Representatives was up for reelection that fall. Congress was 
scheduled to recess on September 26 and hit the campaign trail, where legislators 
would be asking taxpayers to pony up $700 billion to bail out big banks. Democrats 
insisted on relief for homeowners in return. Republicans gagged at the prospect of a 
government bailout of such massive proportions.

The Demise of the Independent Investment Bank
While Congress commenced negotiations over the bailout bill, the era of the indepen-
dent investment bank was nearing its end. Of the Big Five independent investment 
banks that were standing on March 1, 2008, only Morgan Stanley and Goldman 
Sachs remained. Bear Stearns and Lehman Brothers had bitten the dust, while Merrill 
Lynch had rushed into Bank of America’s arms. 

Goldman and Morgan Stanley had lower leverage ratios than Lehman or Bear, but 
with no secure base of bank deposits to tap, both fi rms depended on the short-term 
debt markets to fi nance their operations. Now that those markets were paralyzed and 
the cost of credit default swap protection on their debt was soaring to new highs, their 
independence looked precarious. Investors were asking whether the investment bank 
business model worked any more, and short-sellers were hammering both companies’ 
stock, prompting the SEC to slap a temporary ban on short sales of 799 fi nancial 
stocks on Friday, September 19. 

Goldman and Morgan Stanley did have a lifeline through the Fed’s discount win-
dow. However, their discount window privileges were temporary and eventually 
the Fed would rescind them. To avoid Lehman’s fate, Goldman Sachs and Morgan 
Stanley each fi led rush applications with the Federal Reserve to become bank holding 
companies under the Fed’s supervision. To accomplish this, both fi rms proposed 
taking industrial loan companies that they already owned and turning them into banks. 
On Sunday, September 21, the Fed approved both applications on an emergency basis. 

By relinquishing their independence and submitting to Federal Reserve oversight, 
Goldman and Morgan Stanley gained distinct advantages. Importantly, they could 
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wean themselves from the short-term debt markets by using more secure bank depos-
its to fund their trading operations. In addition, their newfound status gave them 
permanent access to the Fed’s discount window and allowed them to post a wider 
range of collateral for discount window loans. In exchange, Goldman and Morgan 
Stanley gave up their cherished independence for daily supervision by federal bank-
ing examiners, higher capital requirements, and heavy restrictions on their ability to 
engage in nonfi nancial activities. With the shift, the era of the big independent Wall 
Street fi rm was over.

TARP

With all eyes on Washington, Congress postponed its September 26 recess and took 
up work on the bailout bill. On Tuesday, September 23, and Wednesday, September 
24, Paulson and Bernanke testifi ed in Congress in defense of the bill, where they were 
raked over the coals. The bailout bill quickly became embroiled in electoral politics 
when presidential hopeful John McCain, who just nine days earlier had reassured vot-
ers that “the fundamentals of our economy are strong,”30 announced that he was sus-
pending his campaign and Friday’s presidential debate to work on the bill. McCain 
and Barack Obama joined congressional leaders at the White House on Thursday, 
September 25, with the goal of hammering out the fi nal details. The talks deteriorated 
into acrimony and no deal was struck.

Markets were holding their breath, waiting for action on the bill. The fi nancial 
system continued its slow-motion crash. On Wednesday, September 24, the Bank of 
East Asia in Hong Kong suffered a run. On Thursday, September 25, Washington 
Mutual collapsed following a devastating silent electronic run on its deposits. The 
FDIC seized the bank and arranged an immediate sale of most of WaMu’s assets to 

FIGURE 5.1. 
Bush, McCain, Obama, and congressional leaders meet on fi nancial crisis. (Mark 
Wilson/Getty Images News/Getty Images).
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JPMorgan Chase at no cost to the Deposit Insurance Fund. WaMu’s shareholders and 
bondholders were wiped out.

On Friday, September 26, congressional leaders resumed negotiations and on Sun-
day night, the leadership announced agreement on a fi nal bailout bill, giving Treasury 
the power to buy “troubled assets.” The legislation came up for a vote in the House of 
Representatives the next day. In a shocking upset, the House voted down the bill 228 
to 205, mostly along partisan lines with some defections by conservative Democrats. 
The general election was fi ve weeks away. 

On the news of the bill’s failure, the markets exploded in chaos. Monday after-
noon, the Dow Jones Industrial Average fell 777.68 points, a 7 percent drop. The 
price of oil plunged over $10 a barrel. In a coordinated move, central banks fl ooded 
the world fi nancial system with more liquidity. On the heels of WaMu, Wachovia 
Bank was undergoing its own silent run. Monday night, to staunch the run, the FDIC 
announced that Citigroup was buying Wachovia for $1 a share. The transaction had 
been brokered and fi nanced by the FDIC following consultation with President 
Bush himself. A few days later, Wells Fargo made a better bid and Wachovia ditched 
Citibank for the bank of Pony Express fame.

Across the Atlantic, things were unraveling as well. Monday, September 29, the 
Benelux countries nationalized the failing bank Fortis, with $1.533 trillion in assets, 
while Britain seized the mortgage lender Bradford & Bingley. Iceland bailed out Glit-
nir, its third largest bank, as Fitch cut Iceland’s sovereign debt rating. To avert panic, 
Ireland announced a blanket deposit guarantee for six Irish banks. Tuesday, France and 
Belgium rescued Dexia, a lender with $913 billion in assets, which was on the ropes 
following disastrous losses in its American operations.

It took panic on Wall Street to kick Congress into action. On Wednesday, October 
1, just two days after Monday’s stock market dive, the Senate approved the bailout bill 
74 to 25, after loading it up with favors to induce members to vote yes. On Friday, 
October 3, a chastened House of Representatives approved the bailout bill by a mar-
gin of 263 to 171 after the Bureau of Labor Statistics reported that the economy had 
shed 159,000 jobs in September. Within hours, President Bush signed the Emergency 
Economic Stabilization Act of 2008 (EESA) into law. The fi nal legislation, larded 
with $150 billion in pork barrel projects, was 451 pages long.31

EESA’s centerpiece was the $700 billion Troubled Asset Relief Program (TARP), 
which allowed Treasury to buy toxic assets from banks. The funds were divided into 
two installments of $350 billion each. Treasury could not receive the second install-
ment without approval from Congress. At the insistence of Congressman Barney 
Frank and fellow Democrats, Congress had added measures to the law for foreclosure 
prevention relief, executive compensation limits for TARP recipients, and closer scru-
tiny of Treasury’s TARP decisions. EESA also temporarily increased federal deposit 
insurance from $100,000 to $250,000 per depositor. 

Most of the EESA’s provisions were designed to place restrictions on TARP expen-
ditures. There was one aspect of EESA, however, that was broader than policymak-
ers had originally contemplated. In defi ning “troubled assets,” Congress included not 
just mortgage-related assets, but “any other fi nancial instrument” that the Treasury 
secretary, after consultation with the chairman of the Fed, “determines the purchase 
of which is necessary to promote fi nancial market stability.”32 Conceivably, that could 
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include stock in fi nancial institutions themselves. Paulson had made sure he had that 
authority because, as he later said: “It was clear to me by the time [EESA] was passed 
on October 3rd that . . . purchasing troubled assets—our initial focus—would take 
time to implement and would not be suffi cient given the severity of the problem.”33

There was one policy initiative that did not make its way into the fi nal EESA: 
giving bankruptcy judges the power to reduce the principal borrowers owed on their 
mortgages, known as cram-downs. Under bankruptcy laws, judges can reduce the 
principal borrowers owe on credit cards, boats, and even second homes, but not on 
primary residences. Mortgage cram-downs were included in versions of the proposed 
bailout legislation, but they encountered strong opposition from lenders, who claimed 
that cram-downs would increase their losses and the cost of credit to borrowers. They 
also contended that bankruptcy cram-downs would create perverse incentives for 
homeowners who were underwater—whose homes were worth less than their mort-
gages. The argument was that these borrowers would use the bankruptcy courts to 
secure loan modifi cations.34 There were also concerns that if the cram-down legisla-
tion passed, the rating agencies would downgrade mortgage-backed securities because 
the legislation could reduce investors’ expected returns. Investors who were restricted 
to holding investment grade securities would then have to sell their holdings in an 
already illiquid market. Banks arguably would have to further write down the value of 
their holdings and raise additional capital. 

Congress capitulated and omitted the cram-down provisions from the law. It is 
worth noting that for about fourteen years, the federal courts were split on whether 
bankruptcy judges had the authority to reduce the principal of residential loans. 
Researchers looked at mortgage markets in the different jurisdictions during that 
period and concluded that “mortgage markets are largely indifferent to bankruptcy 
modifi cation outcomes.”35

FIGURE 5.2. 
Congress races to hammer out deal for bailout legislation. (Alex Wong/Getty Images 
News/Getty Images).
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In the meantime, the Hope for Homeowners (H4H) FHA refi nancing program 
hit the ground in October with high expectations.36 Those hopes were ratcheted down 
when in the fi rst two months of the program, only 200 borrowers applied for H4H 
and not a single loan was refi nanced.37

A No-Confi dence Vote
When Monday, October 6, arrived, the headlines were overfl owing with grim eco-
nomic news. Iceland was on the verge of bankruptcy. The solvency of the Italian 
bank Unicredit was in doubt. At home, Republican governor Arnold Schwarzenegger 
announced that California could not sell its short-term debt on the bond markets and 
might need a federal loan. Other states, including Massachusetts, discovered to their 
dismay that bond investors would no longer buy their debt. The Dow Jones Industrial 
Average dropped below 10,000 for the fi rst time in four years; European stocks suf-
fered their biggest daily drop since 1988. Clearly, the passage of the EESA had not 
restored anyone’s confi dence.

 Back in the United States, the commercial paper market remained under severe 
strain. Determined to administer a shock to revive the market, the Federal Reserve 
pulled out its extraordinary Section 13(3) powers again on October 7 and announced 

FIGURE 5.3. 
National Credit Union Administration poster announcing increase in federal 
deposit insurance. (National Credit Union Administration).
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that it would start issuing three-month commercial paper directly to U.S. companies. 
With a stroke of the pen, the Fed became the main prop of the U.S. commercial paper 
market. It was the fi rst time since the Great Depression that the Fed had lent directly 
to the general business sector instead of using banks as conduits.38

Wednesday, October 8, brought more disconcerting news. In a sign of how dire 
things had become, the Federal Reserve and other major central banks announced 
their fi rst joint rate cut since the aftermath of September 11, 2001. The Federal Open 
Market Committee dropped the target federal funds rate to 1.5 percent. The S&P 500 
stock index closed at 909.92 the same day. In just seven trading days, the S&P had 
fallen 22 percent, a drop unmatched except in 1987 and the Great Depression.

On Thursday, October 9, Iceland’s fi nancial system collapsed. The Icelandic krona 
stopped trading, the government seized the country’s three biggest banks, and the 
stock exchange abruptly closed. It was left to the International Monetary Fund to bail 
Iceland out.

The next morning, the Dow fell 697 points (8 percent) in the fi rst 8 minutes of 
trading and panic was everywhere. At 10:25 A.M., President Bush tried to reassure 
the nation in an address from the Rose Garden, to no effect. The Dow continued to 
experience convulsions, swinging a full 1018.77 points from high to low. It was the 
Dow’s biggest one-day swing ever and its worst week in its 112-year history. The VIX 
Index—a key indicator of stock market volatility that is normally in the teens—
shot up to 69.95. The LIBOR-OIS spread39—a measure of stress in the interbank 
market—rose to unheard of heights, hitting 365 basis points (see fi gure 5.4). Typically, 
the LIBOR-OIS spread is between 5 and 10 basis points. Around the world, stock 
markets had fallen more than 50 percent from their highs. 

While people in Washington were trying to fi gure out how to value troubled assets 
for purchase through TARP, European nations were taking a different tack. In Britain, 
Her Majesty’s Treasury announced plans on October 8 to inject £50 billion in equity 
into British banks, including Royal Bank of Scotland, HSBC Bank, Lloyds TSB, 
HBOS, Barclays, and other giants. On October 9, the White House fl oated a trial 
balloon, announcing that it might use TARP funds to buy equity stakes in U.S. banks 
as well. 

A few blocks west of the White House, world fi nance ministers were attending the 
annual meeting of the International Monetary Fund. During the tumultuous day of 
Friday, October 10, Paulson took time to confer with the G-7 ministers. Afterward, he 
emerged with earthshaking news: the U.S. government had decided to buy stock in “a 
broad array of fi nancial institutions.” For Paulson, one of the original architects of the 
troubled assets plan, it was an abrupt about-face and a bitter pill to swallow, given his 
strong aversion to government ownership of fi rms in a free market economy. Paulson, 
in reality, had no choice. European countries had already unveiled plans to recapitalize 
their banks. If Paulson did not follow their path, he would inadvertently give investors 
the impression that Europe was a safer place to invest.

Paulson summoned the chief executive offi cers of the nation’s nine largest banks 
to a 3:00 P.M. meeting on Monday, October 13, at the Treasury Department. Ben 
Bernanke, Sheila Bair, Timothy Geithner, John Dugan, the comptroller of the cur-
rency, and Federal Reserve governor Kevin Warsh also attended. There, to their 
shock, Paulson presented each CEO with one-page contracts, obligating their companies 
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to sell the federal government senior preferred stock. As the quid pro quo, the gov-
ernment would inject up to $25 billion in capital into each bank using TARP funds. 
Determined not to take no for an answer, Paulson told the men that they had to sign 
the agreements before leaving “for the good of the American fi nancial system.”40

Some of the bankers balked at the provisions subjecting the top fi ve executives 
at each bank to strict executive compensation limits until the bank repaid its TARP 
funds. Those limits would expire, however, for any bank that conducted a successful 
private stock offering and repaid the government. The bailout was not all bad news for 
the banks. The preferred shares paid a 5 percent dividend for the fi rst fi ve years, which 
was cheap compared to private sources of capital. In fact, Jamie Dimon at JPMorgan 
Chase thought the proposition seemed “pretty good once he ran the numbers through 
his head.”41 It was also reassuring that the government could not exercise ordinary 
voting rights. 

The FDIC also held out two irresistible carrots to the bankers. FDIC chairman 
Sheila Bair described plans to grant a temporary, blanket guarantee of the senior debt 
(including senior commercial paper, interbank loans, and promissory notes) of all 
FDIC-insured banks and thrifts. Further, to halt future runs on uninsured deposits, 
the FDIC would grant a breathtaking temporary expansion of deposit insurance to 
include all non-interest-bearing checking accounts in any amount. These inducements 
carried the day. By 6:30 Monday evening, all nine CEOs had agreed to sign.

The day after the fabled bankers’ meeting, Paulson brought his plan to recapitalize 
“healthy” banks to the public. Under the Capital Purchase Program, Treasury would 
use $250 billion in TARP funds to inject capital into U.S. fi nancial institutions by pur-
chasing preferred stock and warrants. The goal, Paulson stressed, was to enable banks 
to “make more loans to businesses and consumers across the nation.” 
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At the same time, the FDIC announced the two new guarantees that it had touted 
the day before to the bank CEOs, under the rubric of a new Temporary Liquidity 
Guarantee Program. The FDIC guarantee of new senior unsecured debt issued by 
depository institutions and their holding companies would last through June 30, 2012, 
and included commercial paper, interbank loans, and promissory notes. The unlimited 
deposit insurance guarantee for interest-free transaction accounts, targeted mainly at 
business checking accounts, would expire earlier, at the end of 2009 (later extended by 
the FDIC to December 31, 2010). After the fi rst thirty days, participating banks and 
thrifts would pay fees to participate in these programs.

Together these measures expanded FDIC guarantees to unprecedented levels. The 
actions were so extraordinary, in fact, that the FDIC’s board and the Treasury secretary 
were both required by statute to fi rst determine that the steps were necessary to prevent 
systemic risk, following consultation with President Bush and the Federal Reserve Board. 

Infusing banks with capital did not preclude Treasury from implementing the 
original troubled assets purchase plan. But Paulson ultimately had a change of heart 
and moved the plan to the back burner, declaring that “purchasing illiquid mortgage-
related assets . . . is not the most effective use of TARP funds” and saying that it would 
no longer receive priority.42

By October 28, 2008, the George W. Bush administration had started the process 
of partial nationalization of U.S. banks. In the fi rst round of payments, Wells Fargo, 
Citigroup, and JPMorgan Chase each received $25 billion in TARP funds, followed by 
$15 billion to Bank of America43 and $10 billion apiece to Morgan Stanley and Gold-
man Sachs. As President Bush later admitted to CNN: “I . . . abandoned free-market 
principles to save the free-market system.”44

DODGING THE BULLET

While Paulson was banging heads in the Treasury Department’s gilded conference room 
on Monday, October 13, world leaders took sweeping action to gird the world economy. 
Britain stated that the Exchequer would buy controlling stakes in the Royal Bank of 
Scotland and Lloyds TSB in return for capital infusions. Germany, France, Austria, 
Spain, and the Netherlands announced over €1.3 trillion in capital injections and inter-
bank loan guarantees. In a tandem effort, the central banks of Britain, Europe, Switzer-
land, the United States, and Japan announced they were further liberalizing access to 
liquidity. Momentarily, world stock markets broke out in joy. On October 13, European 
stock markets saw gains of up to 11 percent and the Dow’s performance was even better. 

The elation was short-lived as more depressing economic news sent the markets 
down again. For third quarter 2008, the U.S. economy had suffered its most severe 
contraction since the 2001 recession. Consumer spending had fallen 3.1 percent, the 
fi rst decline in seventeen years. Manufacturing was down and so were real estate sales. 
The governors of New York and New Jersey told Congress that their states were fac-
ing disastrous budget cuts. Unemployment continued to climb. Both Fannie Mae and 
Freddie Mac reported third-quarter losses of over $25 billion. In a symbol of the times, 
the VIX Index hit a shocking high of 80.06. (See fi gure 5.5.) There was even talk of 
defl ation, which struck fear in economists because consumers and companies would 
defer spending if they anticipated more price drops.
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On October 29, the Federal Open Market Committee met. After deciding that “a 
forceful policy response” was needed, it cut the target federal funds rate by a half per-
cent, to 1 percent. The Fed matched that with a half percent cut to the discount rate, 
lowering it to 1.25 percent. At the end of the meeting, the committee resolved that “it 
would take whatever steps were necessary to support the recovery of the economy.” As 
far as interest rates were concerned, however, the Fed had little room left to maneuver. 

As the presidential campaign sprinted to the fi nish, the public’s mood was sour. 
Economic insecurity was palpable, foreclosures were mounting, and 401(k) balances 
had plunged. Millions of workers were out of work, being placed on furloughs, or suf-
fering wage cuts. There was red-hot outrage that the big banks that had caused the 
crisis had been bailed out with taxpayer funds. The United States was waging hostili-
ties on two fronts, in Iraq and Afghanistan, and voters were weary of incessant war. 
Revolt was in the air.

ELECTION DAY

Election Day, November 4, arrived with anxious anticipation. The results came in: 
Barack Obama would be the next president of the United States, winning 53.4 percent 
of the popular vote. The Democrats gained seven seats in the Senate, for a 58-member 
majority, and twenty-one seats in the House, for a 257-member majority. The voter 
turnout rate hit 61.6 percent, the largest in more than forty years.

Still, the inauguration seemed far away, while the lousy economic news just kept 
rolling in. With the Bush administration a lame-duck presidency and the Obama 
administration not yet in power, Washington was in a state of suspended animation. 
Starting three days after the election, on November 7, President-elect Obama gave 
an unprecedented series of televised press conferences designed to buoy the public. 
Holding press conferences was not the same, though, as holding the reins of power.

The federal government’s actions that fall had stopped the economy from collapse 
but not from a slow deterioration. Days after the election, the Labor Department 
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announced that unemployment had hit 6.6 percent in October, the highest rate in four-
teen years. In early December, the Mortgage Bankers Association reported shocking 
news: almost 10 percent of U.S. residential mortgages were past due or in foreclosure in 
third quarter 2008.45 Christmas sales were dismal. Major companies were seeking bank-
ruptcy protection: Circuit City Stores, the Tribune newspaper chain, and the chicken-
processing fi rm Pilgrim’s Pride. Europe was offi cially in recession; so was Japan. Even 
Toyota and Goldman Sachs reported quarterly losses shortly before Christmas.

By November, the Big Three U.S. automakers were all on the ropes. The recession 
and tight credit had choked off auto sales. In 2008, Chrysler’s sales had dropped 30 
percent compared to 2007, GM 23 percent, and Ford 21 percent. All three were clos-
ing plants and ordering layoffs. GM and Chrysler were in particularly bad shape, hav-
ing gone through $14.6 billion in cash in the third quarter alone. (Ford had stockpiled 
cash to help weather potential losses.) 

On Tuesday, November 18, the chief executive offi cers of the Big Three companies 
appeared before the Senate Banking Committee to beg for a rescue. The venture was a 
failure. The CEOs had no detailed turnaround plans to provide the committee. Then 
the press reported that all three men had fl own to Washington on their private jets 
to testify. Two weeks later, they returned to Capitol Hill, having driven from Detroit 
by car, with more detailed proposals in hand for the Senators. Unmoved, Congress 
refused to lend them any aid. 

Nevertheless, the Bush administration was under growing pressure to forestall the 
mammoth job loss that the automakers’ bankruptcy would entail. On December 19, 
President Bush broke down and announced a package of short-term loans and stock 
warrants to tide over General Motors and Chrysler until March 31, 2009. Under the 
plan, the administration committed $13.4 billion in TARP funds to shore up the two 
auto manufacturers. In turn, both companies promised to provide the White House 
with restructuring plans on February 17, 2009. They also agreed to relinquish their 
golden parachute packages, rein in executive pay, and sell their corporate jets.

Ten days later, on December 29, Treasury announced that it was taking a $5 bil-
lion equity stake in GMAC LLC, General Motors’ ailing fi nance arm, using TARP 
funds. The apparent purpose was to support consumer fi nancing for car purchases. In 
addition, the government loaned $1 billion to GM to help GMAC qualify as a bank 
holding company. Later, on January 16, the administration made a $1.5 billion loan to 
a Chrysler Financial entity to fi nance auto loans.

While the automakers were making their pleas, federal banking regulators were 
plugging various fi nancial holes. On November 10, the Treasury Department and the 
Fed increased their aid to AIG and substantially cut the interest rate on AIG’s loan. 
On November 23, Citigroup got its second federal bailout, this time $20 billion in 
TARP funds plus a federal guarantee on $306 billion in real estate loans and securi-
ties that the Fed said were in danger of “unusually large losses.” These moves gave 
the federal government more than a 7 percent equity stake in Citigroup. The FDIC, 
which issued part of the guarantee, extracted heavy concessions in exchange, including 
tighter controls over executive pay and company acquisitions and a three-year ban on 
dividends. In a deft move, the FDIC also conditioned FDIC aid to Citigroup on an 
agreement that the bank adopt a FDIC-designed loan modifi cation plan. It was the 
fi rst time that TARP funds had been conditioned on increased foreclosure relief. 
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On the last working day of the Bush administration, the public learned that Bank 
of America’s chief executive offi cer, Ken Lewis, had told Paulson and Bernanke on 
December 17 that because of staggering, unexpected losses at Merrill Lynch, the bank 
was seriously considering backing out of its deal to acquire the fi rm. Bernanke replied 
that reneging on the Merrill Lynch deal “would entail signifi cant risks, not only for the 
fi nancial system as a whole but also for Bank of America itself.” He urged Lewis to go 
forward with the transaction, signaling that it might be possible for Bank of America 
to receive further federal assistance.46 Internally, Fed offi cials were incredulous that 
Bank of America’s management had not discovered the losses sooner; some believed 
that “management should be downgraded.”47

After intense, secretive negotiations with the bank, the federal government sal-
vaged the deal by making another $20 billion in TARP funds available to Bank of 
America. The terms of this infusion were onerous. Uncle Sam increased its stake in 
Bank of America Corporation to about 6 percent and the bank agreed to tighter exec-
utive pay restrictions and more modifi cations of mortgages to help homeowners stay 
in their homes. As part of the deal, the federal government guaranteed approximately 
$118 billion of bad loans and mortgage-backed securities that Bank of America had 
assumed in the Merrill Lynch takeover.48 The announcement was timed to precede 
Bank of America’s news of a $1.79 billion fourth-quarter loss and a disastrous 
$15.3 billion fourth-quarter loss for Merrill Lynch.49 In a briefi ng memorandum to 
Bernanke on the upcoming rescue, Fed governor Kevin Warsh added an aside: “happy 
inauguration day, mr. president.”50

The liquidity crunch continued to have a devastating effect on small businesses 
and consumers. Banks were paring back credit lines even further, and credit became 
noticeably tighter for small businesses and consumers. The TARP funds to the banks 
weren’t leaving the vaults as planned.51 Credit card companies unilaterally slashed 
cardholders’ credit lines and jacked up interest rates. The public, already fi nancially 
besieged, was enraged. 

The Federal Reserve stepped in to provide some relief by proposing the creation of 
the Term Asset Backed Securities Loan Facility, slating $20 billion in TARP funds to 
help fi nance credit cards, student loans, car loans, and federally guaranteed small busi-
ness loans. The Fed’s new brainchild, dubbed TALF, was created under Section 13(3). 
That same day—November 25—the Fed announced plans to directly buy debt and 
mortgage-backed securities issued by Fannie Mae, Freddie Mac, and the Federal Home 
Loan Banks in an effort to bring down mortgage rates and boost the housing market. 

Fannie and Freddie also expanded their loan modifi cation efforts for delinquent bor-
rowers whose loans were backed by GSE guarantees. The GSEs’ programs capped bor-
rowers’ monthly payments at a percentage of their income and restructured borrowers’ 
loans by reducing the interest rate, extending the payment period, and delaying princi-
pal payments. The Fannie and Freddie programs, while laudable, failed to reach the bulk 
of subprime and Alt-A borrowers whose loans were part of private securitizations.52

Investor blues continued and the Dow Jones Industrial Average sank further. 
December 11 brought new tremors to Wall Street: Bernard Madoff, the former chair-
man of the NASDAQ stock exchange, had pulled off the biggest Ponzi scheme in 
history, racking up $50 billion in losses. Again, investors turned to Treasury bills and 
again there were bids for negative returns. On December 16, the Federal Open Market 
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Committee dropped the target federal funds rate, this time to a range between zero 
and 0.25 percent.

THE TIRELESS SHEILA BAIR

Although most of the federal banking regulators were singularly focused on fi nancial 
institutions and credit markets, Sheila Bair of the FDIC considered a broader land-
scape and was thinking hard about how to curb foreclosures. As part of that effort, the 
FDIC crafted a model for streamlined loan modifi cations, called “mod in a box.” Bair’s 
proposal was to reduce the monthly payments for delinquent borrowers to as low as 31 
percent of their monthly, pretax income. The reduction would come through interest 
rate cuts, extensions in the length of the loans, forbearance, and principal reductions. 
After a set period of time, borrowers’ interest rates would adjust 1 percent annually 
until they reached the market rate. As an inducement to servicers, Bair proposed that 
the federal government pick up half the losses if borrowers whose loans were modifi ed 
under this program redefaulted.53

The FDIC had already implemented a “mod in the box” program when it took over 
failed IndyMac Bank. The IndyMac program allowed borrowers who were behind 
on their payments to participate in a streamlined modifi cation program that reduced 
their monthly payments. Not every borrower was eligible for the IndyMac program. In 
cases where foreclosure would reap a larger return than a loan modifi cation, IndyMac 
could go forward with foreclosure. The initial estimates were that the IndyMac pro-
gram would reach almost two-thirds of the bank’s delinquent borrowers. Ultimately, 
the number of borrowers eligible for the IndyMac program was smaller than expected, 
but there were still many thousands of borrowers who had their IndyMac loans modi-
fi ed. The average reduction in monthly payments was $380. The projected redefault 
rate among loans modifi ed through the IndyMac program was 40 percent.54

FIGURE 5.6. 
Sheila Bair, Chairman of the Federal Deposit Insurance Corporation. (Bloomberg/ 
Getty Images).
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YEAR’S END

When 2008 came to an end, the year’s statistics revealed a portrait of economic wreck-
age. Twenty-six banks had failed that year. The U.S. government owned stock in 208 
banks—plus AIG—through capital infusions under TARP. The markets for commer-
cial paper, bank debt, mortgage-backed securities, and asset-backed securities were on 
life support from the federal government. The S&P 500 Index was down 38.5 percent 
for the year, its worst performance since 1931. On the last day of 2008, the Dow closed 
lower than it had opened ten years earlier, meaning that the Dow had lost money over 
the past decade. 

This carnage paled compared to the suffering on Main Street. Distressed mort-
gages were at a record high since the Great Depression. At the end of 2008, 11.93 
percent of all home mortgages—and 48 percent of subprime ARMs—were past due 
or in foreclosure. Close to three million people were sixty days late or more on their 
loans. The foreclosure rate had risen 63 percent. As the recession dug in its heels and 
the unemployment rolls kept rising, even borrowers with prime loans began default-
ing. At year’s end, the number of prime borrowers who had missed two or more loan 
payments surpassed the number of subprime borrowers in that situation.55

The housing market was at a standstill even though interest rates on mortgages 
were at record lows. The low interest rates were of no use because so many borrow-
ers owed more on their mortgages than their homes were worth, discouraging them 
from selling their homes. The percentage of underwater loans was staggering. In 
Nevada, half the homeowners with mortgages had no equity in their homes. In some 
communities, the fraction of underwater homeowners was close to 90 percent.56

Some borrowers just gave up and handed their homes back to banks, leading to the 
term “jingle mail”—letters from borrowers to lenders that contained their house 
keys. 

Subprime lending, which had been lauded as the tool to increase homeownership, 
was now responsible for a decline in homeownership. In 2004, homeownership had 
peaked at 69 percent; by 2008, the homeownership rate was down to 67.9 percent. 
Among African-Americans, the decline in homeownership was even more dramatic, 
with a drop from 49.1 percent to 47.4 percent.57

At the start of the George W. Bush administration, there were 17.1 million 
manufacturing jobs; by the end, there were 13 million. When the administration fi rst 
took offi ce, unemployment was 3.9 percent; at the end, the jobless rate was 7.2 percent. 
Over the course of the Bush presidency, the national debt per person jumped from 
$24,500 to $34,750. At the start of the administration, 13.7 percent of Americans 
lacked health insurance; at its end, the percentage of uninsured stood at 15.3. On 
Inauguration Day, 2001, the Dow closed at 10,587.59; eight years later, it closed at 
8,281.22. Over 2.5 million people were out of work, the most since 1945. 

When President Bush was asked to survey the scene near the end of his presidency, 
here is how he responded: “I’m not real happy about the fact that there have been 
excesses in the fi nancial markets which are affecting hard-working people and affect-
ing their retirement accounts.”58 Eventually, the sorry year of 2008 drew to a close, and 
not a minute too soon. 
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a
Aftermath

Inauguration Day arrived on January 20, 2009, ushering in a national day of festivity. 
Briefl y, the problems facing the nation were put aside as Barack Obama took the 

oath as the fi rst African-American president of the United States.
Immense challenges confronted the new president. The FDIC was closing banks 

practically every Friday night and the balance sheets at most banks were tenuous, at 
best. The stock market was sinking, consumer demand was sickly, and unemployment 
was in full ascent. A frightening negative feedback loop had emerged, with each new 
round of job losses generating fresh loan defaults and reductions in consumer spend-
ing. The United States was waging war on two fronts, in Iraq and in Afghanistan, 
and Islamic extremists were resurgent. The president’s economic team was still being 
formed and fundamental fi nancial regulatory reforms were just an idea. 

On Monday, January 26, the Senate ratifi ed Timothy Geithner as Treasury sec-
retary despite embarrassing questions about Geithner’s past tax returns.1 The Senate’s 
haste was an indication of the urgent need to get a Treasury secretary in place. Former 
Treasury secretary Lawrence Summers, former Fed chairman Paul Volcker, Ben 
Bernanke, Sheila Bair, budget director Peter Orszag, and Christina Romer, the new 
chair of the Council of Economic Advisers, rounded out the president’s economic 
team. Meanwhile, the Senate released the second, $350 billion shot of TARP funds on 
January 16 to give the new administration added economic fi repower. 

The United States lost 741,000 jobs in January 2009, the biggest monthly decline 
in sixty years.2 The unemployment rate hit 7.7 percent that month and was expected 
to go higher. By that point, American households had lost $10 trillion in wealth dur-
ing the economic crisis.3 There was a profound sense that no sector of the fi nancial 
markets was truly secure. Money market funds could lose money; banks could fail and 
uninsured deposits could go up in smoke; insurance companies could become insol-
vent and default on annuities; employers could go bankrupt and renege on pensions; 
the Dow could drop by half and wipe out 401(k)s; states could override hard-won 
union contracts.
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The collapse of the housing sector added to the distress. By early 2009, home val-
ues had fallen an average of 23 percent from their high, with the biggest declines in 
California and Florida.4

Almost 70 percent of borrowers were not eligible for refi nancing, many because 
they did not have enough equity in their homes.5 Stocks of unsold homes were soaring 
because there were too many sellers and not enough buyers. The situation was made 
worse by the expiration of foreclosure moratoria that many states and the GSEs had 
adopted in 2007 and 2008. As the moratoria ran their course, servicers began dumping 
increasing numbers of foreclosed homes on the market.6

With the nation’s economic fabric in shreds, Washington could no longer afford to 
ignore ordinary citizens’ plight. The Obama administration aggressively attacked these 
problems on multiple fronts. First, it instituted massive federal spending intended to 
boost consumer spending and create jobs. Second, it rolled out a series of programs 
designed to alleviate foreclosures. Third, it expanded initiatives originally undertaken 
by the Bush administration to stabilize the banking system. Finally, the administration 
proposed an ambitious array of bills to enact long-term, fundamental reforms to the 
nation’s system of fi nancial regulation.

THE ECONOMIC STIMULUS PLAN

Despite the vast sums of money that the Bush White House spent to combat the 
fi nancial crisis, most of that federal aid had been channeled to banks, not households. 
In the fi rst days of the new Obama administration, Congress and the White House 
took steps to fi ght unemployment and jump-start the economy. The hope was that 
through stimulus checks, jobs, foreclosure relief, and increased consumer credit, indi-
vidual households would experience some relief.
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Median U.S. home sales prices, 1995–2009. Source: U.S. Census Bureau.
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Harkening back to the New Deal days of Keynesian economics, the administra-
tion drew on a broad array of tools to preserve jobs and stimulate consumer spending. 
One of the administration’s earliest and most notable accomplishments was passage 
of a massive economic stimulus plan. On February 17, 2009, President Obama signed 
the American Recovery and Reinvestment Act,7 a $787 billion economic stimulus 
package.

The stimulus act attacked unemployment on multiple fronts. First, Congress 
undertook an ambitious program of job creation through $120 billion in public works 
projects including mass transit, bridges, and roads. Because few public works projects 
were ready to hire immediately, Congress earmarked another $100 billion in stimulus 
funds to save existing jobs at public schools and universities. The Recovery Act also 
boosted funding for the Neighborhood Stabilization Program that was started under 
the Housing and Economic Recovery Act (HERA) back in 2008. To assist the long-
term unemployed, the act increased weekly unemployment benefi ts and extended 
them by twenty more weeks. Finally, a new, $2,500 higher education tax credit encour-
aged people who were out of work to return to school to learn new skills. 

Another key objective of the stimulus plan was to resuscitate the economy by reviv-
ing consumer spending. In pursuit of that goal, Congress handed out cash to con-
sumers via a one-time middle-class tax cut of up to $400 for individuals and $800 for 
couples. To prod consumers to spend the money instead of using it to pay down debt, 
the Internal Revenue Service implemented the tax cut by reducing tax withholdings 
from workers’ paychecks. Congress also doled out $250 in cash to every Social Secu-
rity and disability recipient and increased food stamp, Medicaid, and unemployment 
benefi ts.

Some of the stimulus measures were aimed at sparking consumer spending while 
achieving ancillary goals. A temporary $8,000 tax credit for fi rst-time homebuyers 
had the added purpose of stabilizing home prices.8 An alternative energy tax credit 
had the dual goal of increasing energy effi ciency. The most successful example was the 
wildly popular “Cash for Clunkers” program, which bestowed up to $4,500 in credits 
on automobile owners for trading in their gas guzzlers for fuel-effi cient cars.

The Automotive Sector
Despite its popularity, Cash for Clunkers was not enough to solve the ongoing crisis 
at the big Detroit automakers. In February 2009, Chrysler and GM submitted their 
second round of restructuring plans, which landed in Washington with a thud. Presi-
dent Obama nixed both companies’ plans, instructing Chrysler to reach agreement 
with its creditors by April 30 or lose federal funds. Meanwhile at GM, Obama forced 
out the company’s chief executive offi cer, Rick Wagoner, and delivered a like ultima-
tum: GM had ninety days to downsize and win major concessions from its unions, 
parts suppliers, and bondholders or else. 

GM’s and Chrysler’s bondholders, however, refused to agree to the drastic debt for-
giveness concessions that the federal government demanded to avert bankruptcy. On 
April 30, 2009, Chrysler was forced into Chapter 11 bankruptcy, followed by GM on 
June 1. So that both companies could quickly restructure and exit bankruptcy without 
emerging with a crushing load of debt, the White House agreed to provide debtor-in-
possession fi nancing—$3.3 billion to Chrysler and $30 billion to GM, on top of the 
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$20 billion it had already received—in exchange for an ownership stake, not debt. To 
speed the bankruptcy proceedings, the companies had hammered out understandings 
with the United Auto Workers to protect members’ pensions and retiree health ben-
efi ts in return for more plant closings and deep pay cuts. 

Just forty-two days later, on June 10, Chrysler emerged from bankruptcy, after clos-
ing a fourth of its dealerships and forging a partnership with Fiat with fi nancing from 
the federal government. A new, slimmed-down GM emerged from bankruptcy on July 
10, after closing 40 percent of its dealerships and shedding its Saturn, Hummer, and 
Pontiac brands. Postbankruptcy, the UAW and the federal government became lead 
shareholders at both companies. The bailout came at a big price. According to a Gov-
ernment Accountability Offi ce report in November 2009, “Treasury [was] unlikely 
to recover the entirety of its investment in Chrysler or GM,” given how much both 
companies’ value would have to grow to recoup that investment.9

Washington’s efforts to salvage the U.S. car industry were not limited to direct 
support to GM and Chrysler. Prior to the bankruptcy fi lings, Treasury threw auto 
suppliers a lifebuoy in the form of $5 billion in TARP funds. All told, by November 
2009 the U.S. government had shelled out $81.1 billion in TARP funds to save the 
domestic auto industry.10

Consumer Lending
The Obama administration and Congress put high priority on cash subsidies, tax 
credits, and jobs as means to stimulate consumer demand. But increased employment 
and stimulus checks were not the only ways that Washington tried to increase con-
sumer spending. 

In the dark days of the crisis in October 2008, the securitization markets for credit 
cards, student loans, auto loans, and small business loans had dried up, contributing 
to the drought in consumer spending. To tackle the problem, in November 2008, the 
Federal Reserve Board had fl oated a proposal to revive those markets, called the Term 
Asset-Backed Securities Loan Facility or TALF. After Obama came to offi ce, and after 
some tweaking by Treasury and the Fed, TALF was launched in early March 2009. 

Like some of the Fed’s other innovative facilities during the credit crisis, TALF 
opened the discount window to investors who would normally not qualify for dis-
count window loans. The idea behind TALF was to extend up to $200 billion in non-
recourse loans to investors to buy AAA-rated securities backed by consumer credit or 
small business loans. Later in the spring of 2009, the Fed expanded TALF to a vastly 
broader array of asset-backed securities, backed by commercial mortgages, mortgage 
servicing advances, business equipment leases, vehicle fl eet leases, and inventory loans 
to car dealers and home appliance stores.

CREDIT CARD REFORMS

While the Fed was working to spur the consumer credit market, Congress was wres-
tling with complaints from constituents that credit card companies were gouging them 
and putting them at higher risk of default and bankruptcy. Politicians fast realized that 
fi nancial losses to their constituents during the downturn, coupled with public anger 
over the fact that most card issuers had received billions of dollars in taxpayer-fi nanced 
TARP funds, was a powder keg waiting to explode. With haste, Congress passed and 
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the president signed the Credit Card Accountability, Responsibility, and Disclosure 
Act of 200911 in May to rein in the worst practices and clean up disclosures. The law 
banned retroactive rate increases, universal default clauses, and unfair late fee practices. 
In addition, Congress required credit card issuers to apply payments to balances carry-
ing the highest interest rates fi rst. Although the new act was well intentioned, it 
sparked even more rate increases by card issuers in the months before the law became 
effective.

STEPPED-UP LOAN MODIFICATIONS

Foreclosure relief was at the top of the Obama administration’s agenda from the start. 
Everyone agreed that voluntary loan modifi cations were not working. An OCC report 
found that over half of borrowers whose loans had been modifi ed in the fi rst half of 
2008 had redefaulted.12 The question was why. A study by the Federal Reserve Bank 
of Boston found that of 600,000 seriously delinquent loans examined, only 3 percent 
had received modifi cations that reduced borrowers’ monthly payments.13 A later study 
by Professor Alan White found that two-thirds of modifi cations actually increased 
borrowers’ principal by adding overdue interest and fees to the original principal. The 
average increase in principal was $10,800.14

It was clear that servicers and lenders were not making modifi cations that made 
loans affordable. A director at Neighborhood Housing Services of Chicago reported 
that after loan modifi cations, one-third of borrowers had loan payments that were 
more than 60 percent of their income and another third had payments between 40 and 
60 percent of their income.15 Servicers’ unwillingness to make modifi cations based on 
what borrowers could afford fl ew in the face of evidence by fi nancial institutions, like 
Credit Suisse, that borrowers whose modifi cations involved principal reductions were 
less likely to redefault than borrowers who had other forms of modifi cations.16 Simi-
larly, a later analysis by the OCC and OTS found that “modifi cations that decreased 
monthly payments had consistently lower redefault rates, with greater percentage 
decreases resulting in lower subsequent redefault rates. While lower payments reduce 
monthly cash fl ows to mortgage investors, they tend to result in longer term sustain-
ability of the payments.”17

The low rate of loan modifi cations was puzzling because there were good economic 
reasons for doing workouts. When a home goes into foreclosure, the rule of thumb 
is that the holder of the loan will suffer a net loss of around 50 percent.18 One expla-
nation for the low modifi cation rates was that lenders, servicers, and investors were 
excessively optimistic about the recovery of the housing market and, as a result, put all 
their eggs in that basket. A former manager at Bank of America said that his bank had 
been reluctant to modify loans because it was hoping that the economy and housing 
markets would bounce back and that delinquent borrowers would begin paying on 
their loans.19 If this was the source of banks’ resistance to modifying loans, it was a 
bad call. Even fi nancial industry lobbyists contended that big banks “would have been 
better off had they agreed [in 2007] to address foreclosures systematically rather than 
pin their hopes on an unlikely housing rebound.”20

Another factor impeding modifi cations was that servicers could not tell which 
delinquent borrowers would self-cure and resume payments without a modifi cation 
and which needed a modifi cation to avoid foreclosure. It only made sense to modify 
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the latter. One study found that as many as one-third of borrowers resume timely pay-
ments even after being seriously delinquent.21 By postponing modifi cations, servicers 
increased the odds that they would know each borrower’s trajectory and whether a 
modifi cation made sense. There was also the problem of redefaults. Modifi cations 
were of no value if they simply postponed the inevitable. Plus, with housing values 
dropping, delays in foreclosure could mean that homes would garner smaller proceeds 
when the inevitable foreclosure sales took place.22

Banks were also infl uenced by the effect that modifi cations would have on their 
balance sheets. Every time a loan was permanently modifi ed, banks had to write down 
the value of the loan. In contrast, foreclosures can take months, giving banks more 
time to account for their losses, a practice some called “extend and pretend.”23 People 
in the industry also contended that if banks wrote down the value of a mortgage 
because of a modifi cation, “there would be a strong argument that it would have to 
reduce the value on its balance sheet of all mortgages in the same geographic area to 
refl ect that the region had hit an economic slump.”24 The more write-downs, the more 
capital banks had to raise.

With loan modifi cation programs not fulfi lling their promise, the bankruptcy 
cram-down idea gained renewed momentum with a new proposal entitled the Help-
ing Families Save their Homes in Bankruptcy Act.25 Citigroup publicly supported the 
bill. Supporters contended that if the law were passed, servicers and lenders would be 
under greater pressure to hasten loan modifi cations and to make them more effective. 
The House passed the proposed legislation in March 2009, but the Senate, in response 
to powerful lobbying by the banks, defeated the measure.26

In the meantime, in February 2009, the Obama administration had forged ahead 
with an expanded federal loan modifi cation program, Making Home Affordable, with 
the intention of salvaging millions of loans. The program had multiple parts. Under 
one part of the program, borrowers with Fannie- and Freddie-owned or guaranteed 
loans could refi nance into low-interest, fi xed-rate loans so long as they had strong pay-
ment histories and met specifi c loan-to-value limits. Treasury allocated $200 billion 
to the GSEs to fi nance the program, called the Home Affordable Refi nance Program 
(HARP).27

The other part of the program was nicknamed HAMP, for the Home Affordable 
Modifi cation Program. HAMP created incentives for servicers to modify loans that were 
at least sixty days delinquent or at imminent risk of default. Eligibility was limited to bor-
rowers with a debt-to-income ratio of over 31 percent who were occupying their homes. 
Loans had to be fi rst liens and could not exceed $729,750. All servicers who received 
two or more rounds of TARP funds and who serviced loans guaranteed by Freddie Mac 
or Fannie Mae had to participate in HAMP. Otherwise, participation was voluntary. In 
total, servicers representing over 85 percent of the market signed on to HAMP.28

In HAMP, the government’s goal was to reduce distressed borrowers’ monthly 
mortgage payments to 31 percent of their gross monthly income. It sought to accom-
plish this objective through incentive payments to participating servicers and bor-
rowers. Servicers under HAMP were instructed to achieve the 31 percent target fi rst 
by reducing the interest rate, then by extending the loan term to up to forty years, 
and then, if necessary, by forbearing part of the principal. If the servicer had to resort 
to forbearance to hit the target, the borrower had to pay the forborne principal at 
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the end of the loan term, but owed no interest on that amount. Under HAMP, bor-
rowers needed to stay current on their initial trial modifi cations for three months 
and, if they did, their modifi cations became permanent. Other provisions of HAMP 
allowed interest rates to increase over time with caps, provided insurance to lenders 
and servicers against declines in home values, and created some mild incentives for 
extinguishing second liens on property.29

With HAMP, servicers only had to modify loans where the modifi ed loan would 
have a higher net present value—that is, would be worth more—than an unmodifi ed 
loan with a higher risk of foreclosure. Servicers received $1,000 for each modifi ca-
tion and an additional $1,000 per year for the fi rst three years after a modifi cation 
if the borrower did not redefault. Borrowers also received $1,000 per year for fi ve 
years if they did not redefault. These incentives also applied to modifi cations of GSE 
loans and loans made through H4H. Later, as part of the Helping Families Save their 
Homes Act in May 2009, Congress expanded HAMP to FHA loans.30

Making Home Affordable also addressed borrowers who could not afford their 
homes even with modifi cations that reduced their monthly payments. For these bor-
rowers, the program created incentives for servicers to use alternatives to foreclosure. 
The two main alternatives were short sales, where borrowers sell their property for 
less than the loan amount due and the lenders absorb the difference, and deeds in lieu 
of foreclosure, where borrowers essentially turn the keys over to their lenders and the 
lenders waive the right to foreclose. Borrowers who participated in these alternatives 
to foreclosure were eligible for $1,500 in relocation expenses.31

There were other modifi cation programs in narrow sectors. In February 2009, 
JPMorgan Chase announced that it would not only modify loans it owned outright, 
but also those that were part of securitized loan pools.32 The preceding fall, Country-
wide had agreed to implement a loan modifi cation program as part of an $8.68 billion 
multistate settlement of claims that the company had violated consumer protection 
laws.33 Around the same time, the Federal Reserve began a modifi cation program 
that focused on principal reductions on loans it held through its takeover of Bear 
Stearns.34

The federal government also began experimenting with various programs to help 
keep homes occupied. Freddie Mac, for example, launched its REO Rental Option 
program in January 2009, which made it possible for owners who lost their homes to 
foreclosure to continue to reside in their homes as renters, paying market rental rates. 
The goal of the program was to keep properties occupied and in good condition to 
help “support local property values and promote a faster recovery in the housing mar-
ket.” Fannie Mae followed suit in November with the “Deed for Lease” program that 
enabled borrowers to remain in their homes for at least a year.35

Increasing the Heat on Servicers
By mid-2009, despite the administration’s efforts, one thing was clear: foreclosure 
rates remained alarming. In the fi rst six months of 2009, 1.9 million foreclosure actions 
were fi led and 4.3 percent of homes were in foreclosure. That same period, 3 percent 
of prime loans and over 15 percent of subprime loans were in foreclosure. 36 percent 
of home sales involved foreclosures or short sales, which pushed down home values. In 
Nevada, one out of every sixteen homes that carried a mortgage was in foreclosure 
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during the fi rst six months of 2009. Judges in one Florida county were hearing as 
many as 800 foreclosure cases each day in what was called the “rocket docket.”36

There was no relief in sight. As fi gure 6.2 demonstrates, delinquency rates were 
climbing and many of those loans would work their way into foreclosure. These were 
not necessarily loans that had been priced out of borrowers’ reach. To the contrary, 
the great bulk of defaults in 2009 were the result of unemployment, not costly loan 
terms.37

One theory for the spike in foreclosures was that complications from securitiza-
tion were hindering workouts. With loans pooled and diced into tranches and with 
so many parties entitled to a cut of the revenue from a loan, borrowers in fi nancial 
trouble had no easy way to renegotiate their loans. The entities that owned their notes 
were often passive trusts parked with unknown banks. It was nearly impossible for 
borrowers to even fi nd the name of the trust and the trustees refused to negotiate with 
borrowers. The only other avenue for relief was the servicer, the entity that collected 
the borrowers’ monthly payments and otherwise administered the loans. 

Getting relief through servicers was not easy. Servicers were overwhelmed with 
calls from distressed borrowers. Chase Home Finance reported getting 40,000 calls a 
week in 2009. When borrowers or their credit counselors did get through to agents at 
call centers, the people at the other end of the phone typically didn’t have the experi-
ence or authority to help. For their part, servicers complained that when they tried 
to reach out to borrowers in default, they often could not make contact because the 
borrowers were avoiding them or were suspicious of the servicers’ motives. There was 
also a mismatch between servicers’ skills and the foreclosure crisis. Servicing staff were 
trained to collect and distribute loan payments and help the periodic borrower who 

0.00%

5.00%

10.00%

15.00%

20.00%

25.00%

30.00%

1st Q

05

2nd Q

05

3rd Q

05

4th Q

05

1st Q

06

2nd Q

06

3rd Q

06

4th Q

06

1st Q

07

2nd Q

07

3rd Q

07

4th Q

07

1st Q

08

2nd Q

08

3rd Q

08

4th Q

08

1st Q

09

2nd Q

09

QUARTER

P
E

R
C

E
N

T
 D

E
L

IN
Q

U
E

N
T

Prime Loan Delinquency Subprime Loan Delinquency

FIGURE 6.2. 
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units) with at least one payment past due, but not loans in the foreclosure process. 
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encountered an unexpected fi nancial crisis; they did not have the special skills needed 
to renegotiate thousands of loans.38

Servicers were inundated with paperwork. Loan fi les got lost or were incomplete. 
Borrowers would repeatedly submit the needed information only to have servicers 
repeatedly lose the documents in the frenzy. People who were eligible for modifi ca-
tions or refi nancing were sometimes denied these options because the servicers could 
not keep up with their own record-keeping. For example, in an Arizona bankruptcy 
case a Wells Fargo offi cer claimed that the borrower had failed to submit a required 
fi nancial worksheet and was, thus, ineligible for a modifi cation. It turned out that 
Wells Fargo had never asked the borrower to complete the worksheet, which explained 
why the borrower never submitted it.39

Financial incentives also affected servicers’ willingness to modify loans. When a 
loan went into default, servicers were obliged to advance to investors their share of 
the anticipated—not actual—principal and interest payments from borrowers, even 
though the borrowers had not made their payments to the servicer. When the property 
was sold at foreclosure, servicers recovered those payments plus any late fees charged 
to borrowers and the costs of foreclosing. This system of compensation created an 
incentive for servicers to move properties into foreclosure. In contrast, when a servicer 
modifi ed a loan, it still had to advance to investors their share of any payments the 
borrowers missed; however, it could not recover those advances until the borrower 
made the overdue payments. If the overdue payments were tacked onto the end of the 
loan, the servicer would have to wait years to be reimbursed for the advances it made.40

A former Countrywide and Bank of America employee, describing the benefi ts to 
servicers of foreclosing over modifying, said if servicers “do a loan modifi cation, they 
get a few shekels from the government.” The shekels under HAMP were less than the 
fees servicers could generate by proceeding to foreclosure.41

To complicate matters, most of the loans that servicers handled were part of secur-
itization deals, not whole loans owned by a single entity like a bank. Ostensibly, this 
created impediments to servicers’ willingness to modify loans. Servicers for securitized 
loans operated subject to pooling and servicing agreements, which contained explicit 
and implicit limits on loan modifi cations.42 Sometimes the explicit limits included 
terms that restricted the percentage of the loans—in absolute numbers or dollar 
amounts—in loan pools that servicers could modify without permission from inves-
tors or insurers.43 The extent to which these terms existed and the extent to which 
they limited servicers’ ability to modify loans was vigorously debated at the start of the 
foreclosure crisis, but by 2009, an executive with the American Securitization Forum 
stated that in the great majority of servicing contracts, “There [were] no meaningful 
restrictions on a servicer’s ability to modify.”44

Another problem arose because pooling and servicing agreements routinely 
required servicers to act in the best interests of investors. When housing values were 
appreciating, investors usually benefi ted more from foreclosures than modifi cations 
when borrowers defaulted. However, after home values plummeted and foreclosures 
on homes with subprime loans were bringing in only 50 cents on the dollar at best,45

loan modifi cations may have been the better course. There was a potential glitch, 
however. Not all investors in mortgage-backed securities have the same interests. For 
reasons having to do with cash fl ows, holders of the top, AAA-rated tranches are 
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better off if servicers foreclose; for holders of the equity tranches, foreclosures typi-
cally wipe them out, so they prefer modifi cations which at least preserve the possibil-
ity of future returns. With this confl ict among the different tranche holders, servicers 
claimed it was impossible to determine what was “in the best interest of the investors.” 
Supposedly to avoid lawsuits by investors claiming that servicers had not acted in their 
best interests, servicers stuck to the foreclosure track. 

Choosing which tranche to “favor” was even more complicated for servicers that 
had an affi liation with entities that had invested in one or more of the tranches. Those 
servicers had reason to tread lightly when it came to modifi cations for fear of charges 
that they were picking favorites. It was a safer bet, some argued, to just pursue foreclo-
sures as spelled out in the servicers’ agreements.46

It is hard to know how much this “tranche warfare” actually infl uenced servicers’ 
behavior. Research by the Federal Reserve Bank of Boston in 2009 suggested that 
potential confl icts among bondholders were not a real impediment. The researchers 
found no difference in modifi cation rates on loans held in portfolio versus those that 
were part of securitized loan pools, which suggests that concern about taking actions 
that would benefi t one tranche over another did not affect modifi cations.47

Congress helped address the threat of tranche warfare with the passage of two 
laws. The fi rst was in July 2008 when, as part of HERA, Congress established that 
servicers are “deemed to act in the best interests of all . . . investors” when modifying a 
loan so long as (1) the loan was in default or default was “reasonably foreseeable”; (2) 
the borrower occupied the property; and (3) the net present value of the modifi cation 
exceeded the likely recovery if the property went into foreclosure.48 In May 2009, 
Congress created a safe harbor for servicers who complied with HERA’s guidelines. 
The safe harbor insulated servicers from investor lawsuits based on servicers’ modifi ca-
tion activities.49

The new laws failed to clear the modifi cation logjam. By May 2009, only one 
borrower had refi nanced into a more affordable loan through H4H, which allowed 
borrowers to refi nance into FHA loans. These results were surprising because H4H, 
unlike HAMP, made it possible for lenders to unload the risk onto the public sector. 
In contrast, lenders bore the risk of loans modifi ed under HAMP. One explanation for 
H4H’s failure was that lenders were unwilling to reduce the principal amount of loans, 
which was one of the requirements for the program. In addition, H4H required that 
any junior liens on property be eliminated as part of the refi nancing—a requirement 
that investors and servicers both resisted.50

In May 2009, Congress amended H4H to relax the program’s principal write-
down requirement, from 90 percent of the value of homes to 93 percent. In addition, 
new provisions provided the owners of the original loans and second-lien holders with 
a share of any future appreciation of homes that were refi nanced through H4H.51

These amendments had no immediate effect. As of September 2009, only ninety-
fi ve borrowers had refi nanced through H4H.52 In October 2009, HUD tinkered with 
H4H again, this time replacing the shared appreciation provision with a cash payment 
to second-lien holders.53

HAMP modifi cations weren’t faring much better. One problem, again, was the 
presence of second (often piggyback) mortgages. Almost half of borrowers who were 
seriously delinquent on their loans had second mortgages. Lenders and others holding 
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these seconds knew they would never recover any money if underwater borrowers went 
into foreclosure. Even where there was some home equity, the equity usually did not 
generate suffi cient proceeds to cover the fi rst mortgage, let alone the second.54

Holders of second mortgages did, however, have some power. They could hold up 
modifi cations of fi rst mortgages by refusing to release their liens on borrowers’ homes. 
And so they did. By blocking the modifi cations of fi rst lien mortgages, owners of sec-
onds could extract a handout from the government.

There may have been another explanation why second mortgage holders clung to 
their stakes. The major banks in the country held $442 billion in second liens, includ-
ing home equity lines of credit. If modifi cations brought the value of these liens to 
zero, the banks would have had to, once again, book the losses and take major write-
downs—a step that was counter to their interests.55 While this game of chicken played 
out, it was homeowners, neighborhoods, and states that suffered. 

TABLE 6.1. 
Estimates of nonprime borrowers with negative equity in selected metropolitan 
areas using the S&P/Case-Shiller Index, as of June 30, 2009. 

METROPOLITAN

AREA

NUMBER OF

NONPRIME

BORROWERS WITH

ACTIVE LOANS

ESTIMATED

NUMBER WITH

NEGATIVE EQUITY

ESTIMATED

PERCENTAGE WITH

NEGATIVE EQUITY

Las Vegas, NV 92,949 87,685 94.3

Phoenix, AZ 131,069 117,185 89.4

Miami, FL 225,355 193,360 85.8

Minneapolis, MN 49,435 39,841 80.6

Tampa, FL 85,641 67,343 78.6

San Diego, CA 86,499 62,160 71.9

Chicago, IL 128,929 86,523 67.1

Washington, DC 130,760 83,682 64.0

Los Angeles, CA 315,289 201,009 63.8

Atlanta, GA 122,302 73,001 59.7

San Francisco, CA 103,369 61,652 59.6

New York, NY 295,932 76,204 25.8

Seattle, MA 69,353 17,327 25.0

Boston, MA 54,844 12,670 23.1

Portland, OR 42,014 5,323 12.7

Denver, CO 60,280 5,583 9.3

Total 1,994,020 1,190,548 59.7

Source: GAO analysis of LP data and S&P/Case-Shiller index.
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At the end of April 2009, Treasury announced a new HAMP second-lien program. 
Servicers who participated in the program agreed to modify second mortgages if fi rst 
mortgages were modifi ed. The carrot consisted of more cash payments to servicers and 
borrowers. In addition, the government agreed to share the cost of any interest rate 
reductions on second liens or to pay the second-lien holders for releases of their liens.56

Slowly, trial modifi cations under HAMP began to pick up, but not enough to 
outstrip the rate of foreclosures. Banks like Wells Fargo and Citigroup hired thou-
sands of employees to work on loan modifi cations, but the workout volumes were 
still low. Figures for early July showed 131,030 trial modifi cations, which was small 
potatoes relative to the estimates that over three million homes would go into fore-
closure in 2009. 

Timothy Geithner and the secretary of Housing and Urban Development, Shaun 
Donovan, were displeased with these numbers. In July, they summoned the top 
twenty-fi ve servicers to Washington to press them to stem defaults. At the meet-
ing, the secretaries urged the servicers to expand their operations to process more 
modifi cations and reach out to borrowers who could benefi t from the Making Home 
Affordable programs.57

Trial modifi cations fi nally passed the 500,000 mark in the fall of 2009. A short 
time later, Credit Suisse estimated that eight million homes, representing 16 percent 
of all home mortgages, would go into foreclosure by the end of 2012. Some servicers 
and lenders took more active roles in modifi cations than others. Morgan Stanley’s 
Saxon Mortgage Servicers led the pack with 41 percent of its eligible borrowers in trial 
modifi cations by the fall of 2009. Among the large banks, Citigroup hit 33 percent. 
Bank of America trailed far behind with only 11 percent of eligible borrowers in trial 
modifi cations.58

There were some signs of progress along the way. In October 2009, 10 percent of 
loan modifi cations involved principal reductions, a threefold increase from the fi rst 
quarter of that year. Well over 75 percent of modifi cations involved reductions in 
monthly payments, which was a big change since the days of the Hope Now Alliance. 
Redefault rates, which dropped from 30 percent at the start of 2009 to 18.7 percent by 
the end of the year, refl ected more aggressive loan modifi cations. The feeling on “the 
Street” was that at least some banks were fi nally recognizing that the economy wasn’t 
going to bounce back any time soon and that they should consider modifying borrow-
ers’ loans instead of waiting for a miracle in the housing market.59

Still, modifi cations were not meeting targets and the administration resorted to 
rebuke. In November 2009, Treasury’s assistant secretary for fi nancial institutions 
reportedly said that the government would “use shame as a corrective, publicly naming 
those institutions that move too slowly to permanently lower mortgage payments.”60

Later that month, the administration announced it would soon unveil new metrics to 
“hold servicers accountable for their performance.”61

Undaunted, the administration kept fi ne-tuning its various modifi cation and refi -
nancing programs. On November 31, 2009, the Treasury Department said it was 
going to send SWAT teams to servicing companies and check in with the largest 
servicers twice daily to get reports on their modifi cation activities. The administra-
tion summoned servicers once more to Washington and even threatened them with 
monetary sanctions if they were not more successful. On December 1, 2009, HUD 
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announced a plan to pay servicers who negotiated short sales and second-lien holders 
who released liens to permit short sales. With each programmatic change, servicers 
and credit counselors had to train their staffs, change their Web sites, and sometimes 
refi ne their models. The more time spent trying to keep up with the changes and the 
more staff time spent in training sessions, the less resources there were to actually 
orchestrate modifi cations.62

FORECLOSURE RESCUE AND OTHER SCAMS

As more and more people fell behind on their mortgage payments, “foreclosure rescue” 
companies appeared on the scene, ready to exploit them. These for-profi t companies 
offered to negotiate modifi cations of borrowers’ loans to make them more affordable. 
These “services,” mostly scams, cost several thousand dollars in upfront fees and rarely 
led to meaningful change in borrowers’ loan terms. Some companies took people’s 
money and did nothing. The worst created fake documents showing that the lenders 
had dismissed their foreclosure actions altogether. Others fi led bankruptcy actions to 
stay foreclosures without borrowers’ consent or knowledge. The operators of rescue 
scams could easily identify potential victims by reviewing public foreclosure notices—
clear signs of borrowers in need of rescue.63

Some foreclosure rescue companies were former subprime lenders that resurfaced 
to “rescue” borrowers from the same bad loans they had made. When the California 
Department of Real Estate shut down over 200 businesses that were offering foreclo-
sure relief without a license, half the people in these companies had prior connections 
to the mortgage or real estate industries.64 As a partner at FedMod, a loan modifi ca-
tion company, said, “We just changed the script and changed the product we were 
selling.” Desperate borrowers would call FedMod’s offi ce, often in tears. To receive 
FedMod’s services, they had to pay $3,495. The salespeople received a 30 percent 
commission on each “sale.” A salesman described the hard sell: “A big grabber was 
that [the borrower’s] loan will be reduced to 2.5 to 5 percent on a 30-year fi xed rate 
loan. They’d print out all these mythical success stories for us to read over the phone.” 
To seal the deals, FedMod had the sales force say, “You can pay me or you can lose 
your house.” The borrowers would give FedMod “every dime they had, opening credit 
cards,” but, the salesman reported, “I never saw one client come out of it with a suc-
cessful loan modifi cation.”65

The FTC sued FedMod in April 2009 for deceptive and unfair practices.66 The 
suit was part of an interagency effort in 2009 to shut down foreclosure relief scams. 
State attorneys general began prosecuting similar companies for fraud and theft. 
But with Web-based marketing and the ability to disappear and reappear under a 
new guise, the mortgage rescue companies were always several steps ahead of the 
enforcers.67 Companies that used Federal in their names were of particular concern 
because borrowers could easily believe that the companies were government sponsored 
or sanctioned. FedMod’s full name was the Federal Loan Modifi cation Program, and 
some salespeople even told borrowers, “We’re the federal government.”68

Incentive programs under HAMP also inadvertently funneled money to some of 
the bad actors in the subprime lending arena. Countrywide’s servicing arm, for exam-
ple, was eligible to earn over $5 billion in incentives through HAMP. Other recipients 
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included a subsidiary of AIG and two subsidiaries of Merrill Lynch. A report by the 
Center for Public Integrity found that twenty-one of the top twenty-fi ve fi rms receiv-
ing HAMP money had strong connections to the subprime industry.69

THE RESURGENCE OF FHA

When subprime lending tanked, FHA-insured loans experienced a remarkable resur-
gence. In 2006, FHA loans represented only 2.6 percent of the home mortgage 
market. By 2009, they had captured a market share of 23 percent. FHA loans appealed 
both to borrowers, who only had to put together down payments of 3.5 percent, and 
to investors, who bought Ginnie Mae securities that were backed by FHA-insured 
loans. More investors translated into more FHA lending at lower prices. There was 
also an increase in refi nancing into FHA loans in part because investment fi rms were 
purchasing subprime loans at deeply discounted prices and then refi nancing the bor-
rowers into FHA-insured loans.70

Not everyone believed that FHA’s meteoric rise was a good thing. Critics claimed 
that the premium borrowers paid for FHA insurance would be insuffi cient to cover 
potential claims by lenders when borrowers defaulted. Evidence that 24 percent of 2007 
vintage FHA loans and 20 percent from 2008 were in default by 2009 bolstered these 
arguments. To compound matters, the free fall in housing prices pushed borrowers with 
new, low-down-payment FHA loans into the ranks of underwater homeowners. By 
September 2009, the FHA’s cash reserves had fallen below the minimum required by 
Congress, sparking concern that FHA, like Fannie and Freddie, would need a bailout.71

The risk to FHA was not simply the state of the market. For decades, researchers 
who studied FHA had raised concerns over moral hazard. FHA insurance steps in to 
cover mortgage payments and foreclosure costs when borrowers default. This insurance 
arguably reduces the incentives that originators have to carefully underwrite loans. 

FHA lenders in 2009 were not a squeaky clean lot. Some were former subprime lend-
ers who switched to FHA lending because that was where the money was. To write FHA 
loans, lenders had to obtain licenses from HUD. Not surprisingly, as lenders moved into 
FHA lending, HUD was inundated with requests for FHA licenses and simply did 
not have the resources to screen lenders or to adequately police the lenders they had 
licensed.72 A September 2009 audit report by the HUD inspector general stated:

FHA’s lender approval process did not have suffi cient controls and procedures 
to ensure that lenders met all applicable requirements for approval to partici-
pate in the FHA single-family program. In addition, FHA did not obtain or 
consider negative information on lenders from other HUD offi ces. . . . In fi scal 
year 2008, the number of [applications from lenders] approved by FHA totaled 
3,297, more than triple the number approved in 2007. FHA offi cials told us that 
staffi ng levels had been near constant since 2005 and that the large increase in 
applications strained FHA’s ability to review the applications.73

STABILIZING THE BANKING SYSTEM

While jobs, foreclosure relief, and increased consumer spending were top priorities of 
the Obama administration, the White House could not afford to ignore the storm 
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clouds over the banking industry as the nation’s biggest banks reported more huge 
losses. When President Obama took offi ce, he encountered a furious debate over 
whether to nationalize the biggest “zombie” banks, meaning banks whose liabilities 
exceeded their assets and who had no more room to lend. Citigroup was the most obvi-
ous candidate, with a stock price skirting $1 per share in March 2009, a loss of $8.29 
billion in the fourth quarter of 2008, and two TARP bailouts to its name. Another was 
Bank of America, with two TARP infusions and a $1.79 billion fourth-quarter loss. 
Wells Fargo had avoided a second bailout but announced a $2.55 billion quarterly loss 
on January 28, 2009. A $2 billion loss at Morgan Stanley and a $2.1 billion loss at 
Goldman Sachs rounded out the disastrous fourth-quarter 2008 earnings news. 

Nationalizing a zombie bank would have meant putting it into government 
receivership, wiping out the shareholders, replacing management, rehabilitating the 
bank, and returning it to private control as soon as possible. This was not a path the 
administration wanted to take. On Tuesday, February 10, Treasury secretary Timothy 
Geithner gave a long-winded press conference in which he announced a $2.5 trillion 
fi nancial stability plan with three basic parts. First, Geithner proposed submitting 
all banks with over $100 billion in assets to a stress test to determine whether they 
had enough capital to weather different disaster scenarios. Second, the administration 
planned to spend up to $1 trillion to fi nance private purchases of toxic assets from 
banks. Finally, Geithner proposed expanding the Federal Reserve’s TALF program 
to $1 trillion.

Geithner’s plan was maddeningly short on details, and the markets responded 
glumly. That day, the Dow dropped 4.6 percent on the news. While Treasury mulled 
over how to implement the programs, the stock market continued its downward march, 
hitting bottom at 6,547.05 on March 9, off 54 percent from its October 9, 2007 high.

Treadmill Test
The goal of Geithner’s bank stress test was to determine whether the nineteen largest 
banking companies could survive an even worse recession than expected. The nineteen 
giants accounted for two-thirds of the assets and half of the outstanding loans in the 
U.S. banking system. There were several purposes for the stress test—or the Supervi-
sory Capital Assessment Program, as it was offi cially called—the foremost being to 
remove the doubts hanging over the nation’s largest banks. While all nineteen fi rms 
technically met their capital requirements, federal banking regulators wanted them to 
hold even more capital to absorb unexpected losses and to generate more lending, in 
view of their systemic importance. In quick order, the markets drew the conclusion 
that the stress-test banks were all too-big-to-fail.

The stress test did not just look at overall capital; it focused on having suffi cient 
common shareholders’ equity to withstand an economic shock during the next two 
years. Common stock is the highest quality capital, standing fi rst in line to absorb 
losses. Based on a number of debatable assumptions about unemployment, GDP, 
housing prices, bank earnings, and mortgage defaults, the stress test estimated that the 
nineteen fi rms would suffer another $600 billion in combined losses. Those predicted 
losses were on top of the $350 billion in losses the banks had already experienced 
because of the crisis. The stress test’s goal was for each bank to have suffi cient added 
capital to survive even this higher level of loss.
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Federal banking regulators made the astute decision to make the stress-test results 
public for every company tested, a sharp departure from the normal secrecy shroud-
ing bank examinations. When the results were revealed on May 7, 2009, the Federal 
Reserve Board announced that nine of the nineteen fi rms had passed the stress test 
with fl ying colors.74 Of the remaining ten, eight had mixed results.75 Those eight had 
suffi cient capital to withstand the disaster scenario with what is called Tier 1 capital 
of at least 6 percent, but their Tier 1 capital consisted of less than two-thirds common 
equity, below the level desired by regulators.76 The remaining two banks, GMAC 
and Regions Financial, failed their stress tests altogether. Reportedly, the total capital 
shortfall at the ten banks that marginally passed or failed the stress test was $185 bil-
lion.77 Regulators gave the ten until November 9, 2009 to boost their capital by selling 
off assets, raising stock, or taking a new injection of TARP funds. By November 9, all 
of the banks were able to raise the needed capital except for GMAC, which earned the 
dubious distinction of having to ask for a third injection of TARP funds.78

Pundits condemned the stress test’s assumptions as too rosy,79 and the press 
reported that Citigroup and other banks had bargained successfully with the Fed to 
reduce the size of their reported capital holes.80 Nevertheless, once the stress-test 
results were announced, the Dow Jones Industrial Average took off, topping 10,000 on 
October 14, 2009. Apparently, the results provided needed assurance to the markets, 
which had been laboring under fears that the big banks remained undercapitalized, 
notwithstanding their TARP bailouts.

What that assurance consisted of was not clear. Had the markets concluded that 
the nineteen biggest banks were adequately capitalized after all? Or had the markets 
simply assumed that the government would bail the big banks out? Similarly, the stress 
test said nothing about the fi nancial health of smaller banks, many of which continued 
to deteriorate throughout 2009. The rising spate of smaller bank failures, growing loan 
losses, and the slow pace of marking down toxic assets on banks’ books maintained 
pressure on the Obama administration to continue to address capital adequacy at the 
nation’s banks.

Capital Infusions: The Sequel
Back in the fall of 2008, Henry Paulson had ditched his toxic assets plan to make 
capital injections into banks using TARP funds. The Obama administration continued 
this approach in a somewhat modifi ed form in its new Capital Assistance Program, or 
CAP. Under CAP, any of the ten big institutions that failed to pass its stress test with 
fl ying colors could qualify for another TARP infusion if it could not raise suffi cient 
private capital. In addition, the administration continued to make capital injections 
available to small banks and thrifts under Paulson’s original Capital  Purchase Program. 
The administration’s new, improved version of these programs required recipients to 
report publicly on how they were using their TARP funds to increase lending. 

Eventually, the Treasury Department folded CAP without disbursing a dime. The 
department had dragged out activating CAP to give the stress-test banks time to 
raise capital privately on their own. In November 2009, Treasury announced that nine 
of CAP’s ten potential recipients had succeeded in raising common equity and that 
GMAC, the tenth, would likely receive a bailout from TARP’s Automotive Industry 
Financing Program instead. With little fanfare, CAP was taken off the shelf unused.
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The story of CAP’s birth and death illustrates the dramatic change since fall 2008, 
when the banking industry was undercapitalized as a whole and banks needing capital 
found the equity markets closed to them. A year later, virtually all large banks were 
able once again to sell stock. This achievement attests to the fact that the combined 
actions of the Bush and Obama administrations, both in engineering the initial round 
of TARP bailouts and in ordering the stress test, spared the U.S. economy from going 
over the brink. Still, banks would continue to face threats to their capital levels in 
months to come.

Toxic Assets
Despite the brief and uneventful life of CAP, the toxic asset problem had not gone 
away. Distressed home mortgages and private-label mortgage-backed securities and 
CDOs were continuing to weigh down fi nancial institutions’ books and eat into their 
capital. As capital shrank, banks had less money to lend. 

For these reasons, Geithner’s February 2009 plan included a new troubled assets 
purchase plan, called the Public-Private Investment Program, or PPIP. The main 
difference between Paulson’s troubled assets plan and PPIP involved the identity of 
the buyer. Under Paulson’s plan, the federal government would have bought troubled 
assets directly. Under Geithner’s plan, long-term private investors—private equity, 
hedge funds, and vulture funds, as well as pension plans, sovereign wealth funds, 
endowments, and insurance companies—could bid for pools of toxic assets with generous 
fi nancing from TARP, the Federal Reserve, and the FDIC.

Geithner envisioned a two-part PPIP scheme. In the “legacy loan” program, the 
FDIC would manage the sale of distressed mortgages by lenders under its systemic 
risk exception. Under a Treasury Department “legacy securities” program, the depart-
ment would select asset managers and task them with organizing funds to purchase 
troubled mortgage-backed securities and CDOs. For the funds’ working capital, part 
came from private investment and part came from the federal government.81 Treasury 
hoped that using private investors instead of Uncle Sam as buyers would result in more 
accurate pricing and allow the government to shift some of the risk to investors.

PPIP’s success hinged on the dubious ability of banks and investors to agree on 
prices. Banks were reluctant to sell low because their holdings were starting to gain 
value.82 The stress-test results also removed pressure from the largest banks to get 
troubled assets off their books. Then, in April 2009, the Financial Accounting Stan-
dards Board (FASB) made banks even more unwilling to sell at deep discounts by 
narrowing the circumstances in which they had to mark troubled assets to market.83

Investors had their own reasons to shy away from participating in PPIP. Some 
worried about the appearance of profi ting from misfortune. Others were unwilling 
to take the risk that the administration would subject them to TARP’s executive pay 
restrictions. When investors did venture what they were willing to pay, their estimates 
came in low because many of the assets were too complex and opaque for them to 
value with any confi dence.

Ironically, PPIP’s very creation may have obviated its use. When Geithner unveiled 
PPIP’s specifi cs on March 23, 2009, the Dow soared nearly 7 percent. From May to 
mid-June 2009, ten of the largest banks succeeded in raising $65 billion through stock 
offerings, which dampened their appetite for selling troubled bonds through PPIP. 
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Originally, Geithner had envisioned total PPIP investments of $500 billion to $1 
trillion. But by early July 2009, the Treasury Department had scaled back its total esti-
mates to just $40 billion for the legacy securities program. Under that program, only 
eight investment funds were off the ground as of March 31, 2010, with $25 billion in 
purchasing power.

The FDIC’s legacy loan program fi zzled almost from the start. Most banks con-
sidered the bids on distressed mortgages unacceptably low. In response, the FDIC 
delayed ramping up the program, apart from one test bid. The test bid, in September 
2009, resulted in only one successful auction. The proceeds from that auction were less 
than a billion dollars and the auction was limited to loans acquired as part of an FDIC 
receivership, rather than loans sold by a bank that was still open.84

Ultimately, the failure to solve the troubled assets problem raised the risk of 
prolonging the economic crisis. It made banks vulnerable to even deeper losses on 
their assets if unemployment continued to rise and real estate values continued to 
fall. Similarly, it fueled the credit crunch by tying up capital that otherwise could be 
used to lend. In the meantime, investors looked askance at the fi nancial statements 
of banks with large amounts of troubled assets because they could not tell what those 
assets were really worth. FASB’s refusal to require banks to write down the toxic assets 
on their books turned bank fi nancial statements into creative writing exercises that 
masked capital inadequacies at banks.

The Deposit Insurance Fund Goes Broke
The FDIC had bigger problems on its plate. Although the federal government had 
resisted closing the biggest zombie banks, it was not reluctant to seize smaller 
banks and thrifts that were insolvent. By September 30, 2009, 124 insured banks 
and thrifts had failed during the crisis. Most of the bank failures arose from elevated 
defaults among commercial real estate and construction loans that were a conse-
quence of the recession. This contrasted with 2008, when residential mortgages 
and bonds backed by subprime and Alt-A loans were the major drivers of bank 
insolvencies.85

Mounting bank failures took their toll, and the Deposit Insurance Fund became 
insolvent as of September 30, 2009, with an $8.2 billion hole.86 Over a fourth of banks 
and thrifts were unprofi table, and noncurrent loans were growing faster than banks’ 
loan loss reserves in the third quarter of 2009. At that point, 552 banks—one out of 
every sixteen institutions—were on the FDIC’s problem bank list. 

The Deposit Insurance Fund was also feeling strain from the decision to increase 
the ordinary deposit insurance coverage cap to $250,000 in the fall of 2008. Of even 
greater concern, the FDIC’s average cost from banks that had failed since 2007 was 
25 percent of assets. That was almost one-third higher than the average cost during 
the last big wave of bank failures from 1989 through 1995.87 In other words, this 
time around, the losses were signifi cantly worse than during the savings and loan 
crisis.

There was never any threat to insured deposits because the FDIC had strong safety 
nets in case the Deposit Insurance Fund became insolvent. Still, to recapitalize the 
fund, the FDIC faced three unappetizing choices. It could raise assessments on the 
banking industry. That option would force the industry to clean up the mess it created, 
but would come when banks could least spare the cash. Alternatively, the FDIC could 
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tap its $100 billion line of credit with the Treasury Department. Doing so, however, 
would let banks off the hook while making the FDIC beholden to Treasury. Finally, 
the FDIC could ask Congress for taxpayer funds to replenish the fund. Ultimately, 
the FDIC chose the fi rst route, imposing an initial special assessment in May 2009, 
raising premiums that September, and later ordering banks to prepay three years of 
premium payments by the end of 2009. Questions remained, however, whether those 
measures would be enough to preserve public confi dence in the deposit insurance 
system and absorb the losses from bank failures yet to come.

PAY RAGE

Throughout 2009, the Obama administration was under constant pressure to put fi res 
out in every corner. Each problem and proposed solution generated extensive debate, 
but nothing triggered public ire more than bonus payments to the executives at com-
panies that had received bailout money. In March 2009, the issue boiled over when the 
public learned that AIG had paid $165 million in executive bonuses at AIG Financial 
Products—the same unit responsible for AIG’s credit default swap fi asco—after fed-
eral taxpayers had bailed out the company. Some AIG bonus recipients received death 
threats. New York attorney general Andrew Cuomo added further fuel to the fl ames 
with a report fi nding that six banks receiving TARP funds in 2008 had paid more 
money out in bonuses than they had made in profi ts that year.88

In response to the public furor, the Obama administration adopted new, stiffer exec-
utive pay standards for TARP recipients across the board.89 In addition, the White 
House anointed a pay czar, Kenneth R. Feinberg, for every company that had received 
two or more TARP bailouts, namely, AIG, Bank of America, Citigroup, and the auto 
company recipients. At each of the companies, Feinberg became the fi nal arbiter of 
executive pay packages. In short order, he altered each company’s executive pay struc-
ture to stress long-term profi tability over short-term profi ts. Under Feinberg, restricted, 
long-term stock was in; cash bonuses and salaries over $500,000 were out.90 All told, 
Feinberg cut cash compensation at companies like AIG on average by more than 90 
percent; he cut average total compensation, including restricted stock, by more than 50 
percent. 

Not to be outdone, the Federal Reserve Board launched a sweeping proposal in 
October 2009 to perform special reviews of executive compensation at the twenty-
eight largest banking companies. In addition, the Fed proposed expanding safety and 
soundness examinations of all banking companies within its jurisdiction to scrutinize 
executive pay. Earlier that summer, the administration had proposed an even broader 
measure to make compensation committees more independent and institute “say on 
pay” at major companies, regardless of industry. These measures and those imposed by 
Feinberg represented a sea change in the “hands-off ” approach to executive compen-
sation formerly taken by the United States. 

LONG-TERM FINANCIAL REFORMS

In addition to stabilizing the banking system and making huge fi scal outlays to shore 
up jobs and spark consumer purchases, the Obama administration launched an 
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ambitious program of proposals designed to achieve fundamental fi nancial regulatory 
reforms. Treasury secretary Geithner unveiled the fi rst of those proposals on March 26, 
2009, with his plan to regulate systemic risk. In the plan, Geithner called for six 
key reforms: a systemic risk regulator, stricter regulation of too-big-to-fail fi rms, regis-
tration of hedge fund advisers, credit default swap regulation, stronger supervision of 
money market funds, and resolution authority for complex institutions. In June 2009, 
the administration followed the initiative with a bold proposal for a new Consumer 
Financial Protection Agency. Over the summer, the administration delivered more 
proposals to Congress on the topics of investor protection, executive pay, credit-rating 
agency reform, and regulation of over-the-counter derivatives. 

Fall 2009 brought a frenzy of rival proposals, hearings, and lobbying in the House 
and in the Senate. In December, the House passed a fi nancial reform bill. But with 
health insurance reform the Obama administration’s top priority that fall, by year end 
2009, no fi nancial reform bill had emerged from the Senate. With fi nancial markets 
improving and the midterm elections approaching in fall 2010, the pressure was on to 
make lasting fi nancial reforms.

COMMUNITY IMPACT

Much of the focus since the start of the crisis was on fi nancial institutions and the 
federal government, but a walk through once-vibrant neighborhoods revealed that the 
rot of subprime lending was local.91 Broken windows, missing shingles, and peeling 
paint scarred vacant homes. By 2008, 3 percent of homes were vacant and almost 10 
percent of homes built between 2000 and 2009 were empty.92 Vandals were breaking 
into houses and stripping everything of value, from copper pipes to bathtubs, in the 
end leaving buildings fi t only for vermin. 

When owners left their homes, the houses did not remain idle. Con artists 
changed the locks and then rented out the homes as if they were the owners. In one 
case, the supposed landlord rented the same property to two families, both of which 
tried to move in on the same day.93 Abandoned homes also hosted prostitution rings 
and other criminal activities. Gang members used the homes to stash weapons. For 
drug dealers, empty homes were good cover—a place to store drugs or manufacture 
methamphetamine.94

The problem of abandoned homes was not confi ned to lower-income areas. High-
fl ying Southern California, once home to four of the largest lenders in the country, 
fell particularly hard because the “economies [had been] self-feeding off the housing 
boom.”95 Lawns turned brown, algae formed in backyard pools, and trash piles multi-
plied at abandoned properties.96 In places like Florida, where there was a high rate of 
foreclosures in condominiums, condo owners literally paid the price of abandonment. 
With fewer people paying fees into condo associations, the remaining owners had 
to cough up more in condo fees or perform property maintenance themselves. Some 
condo associations simply did not have enough money coming in through dues to 
keep the properties in habitable condition.97

Banks and other investors found themselves owning thousands of vacant homes. 
At foreclosure sales, when nobody shows up to buy the property, the mortgage holder 
becomes the owner. Before the wave of foreclosures, banks owned about 160,000 
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foreclosed homes (known in the industry as “real estate owned” or REO) at any given 
time. In November 2008, banks owned 900,000 REO properties, with expectations 
that this number would climb to 1.5 million.98

When far-off entities end up owning homes after foreclosure, they often lack 
incentives to adequately maintain the property. For cities, enforcing housing ordi-
nances against absent owners was a challenge, especially because securitization made 
it nearly impossible for city offi cials to fi nd the true owners. Even when cities could 
identify the usually remote trusts, servicers, or lenders responsible for a piece 
of property, they rarely received responses to their notices of violations or their 
summons to come to court.99

Irate over lenders not maintaining the properties they owned, towns began upping 
the ante. One California city passed an ordinance enabling the city to charge banks 
with criminal misdemeanors if they neglected their properties. Town offi cials used this 
ordinance to go after Citigroup for failing to clean up algae in the pool at a home. The 
police chief was quoted saying, “If I need to do it, I’ll say ‘Mr. Bank President, if you 
don’t come and take care of your property, we’re going to come arrest you and take you 
to court in California.’”100 In the end, cities usually ended up stepping into the void to 
cut lawns, paint houses, board up broken windows, and remove trash, and then sought 
compensation through liens on the properties.101

The diffi culties of maintaining property and the risk of liability for housing 
code and public nuisance actions led some lenders to sell homes in bulk. Investors 
bought up the empty houses at bargain prices and then peddled them to unsuspect-
ing buyers. In 2009, we searched for homes on eBay and found some good deals. 
A three-bedroom home in Cleveland was listed with a starting bid of $7,000. The 
ad stated:

Great Opportunity! Must Sell. You can live now, rent it out as your income 
property or even resale [sic] it to make some profi t!! Seller want to sell it ASAP. 
You won’t lose money for this investment! I spent money fo [sic] rehab, so you 
don’t need to do anything. Great condition.102

Sometimes owners of loans decided that it was not in their interest to foreclose. If 
no one bid for the property at foreclosure, they would become the property owners and 
would be responsible for taxes, housing code violations, and upkeep, costs that could 
exceed a home’s value. To avoid taking ownership, they would abandon foreclosure 
actions midstream. In the meantime, the borrowers would have moved out, believing 
they were about to lose their homes and be evicted. This phenomenon came to be 
known as “walkaways.” Enforcing housing codes with walkaway properties was impos-
sible. The owners would vacate the property when they received the foreclosure notice 
and would never know that the foreclosure was not completed and that they still 
owned their former homes. Lenders had no legal obligation to keep up the properties 
because they never completed the foreclosure process. In some cases, cities did catch 
up with the homeowners years later and handed them bills for thousands of dollars for 
back taxes, fi nes for housing code violations, and even demolition costs. Walkaways 
caused another problem: toxic titles. With no one claiming ownership of a walkaway 
property, the property was in limbo. If an entity or individual wanted to buy the house, 
there was no one who could sell it to them.103
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Tenants in foreclosed rental properties were innocent victims of the crisis. As many 
as 40 percent of foreclosures were on rental properties and these foreclosures were 
concentrated in low-income neighborhoods.104 Defaulting landlords often pocketed 
tenants’ monthly rent, security deposits, and last month’s rent and then disappeared 
without making mortgage or utility payments. Tenants found themselves without 
power and with an eviction notice posted on their door. Once a foreclosure sale went 

FIGURE 6.4. 
Condemnation notice, Cleveland. (Kathleen C. Engel).

FIGURE 6.3. 
Struggling Cleveland. When Detective Cole fi nds a home that is already 
abandoned or vacant, he enters with his weapon drawn, to guard against squatters. 
(Anthony Suau).
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through, new owners could evict tenants with as little as three days’ notice. The tenants 
then lost not only their housing, but also any security deposit or advanced rent they 
had paid, which made it diffi cult for them to secure new housing. As a legal services 
lawyer commented, “Nationwide, tenants who did nothing wrong, except to rent from 
a defaulting owner are suffering harsh collateral damage from the mortgage fallout.”105

In November 2008, Fannie Mae and Freddie Mac suspended all evictions on their 
REO properties until January 9, 2009. Both companies extended these suspensions 
while they developed new policies to permit renters in foreclosed properties to con-
tinue their tenancies.106 The federal government also took notice of the impact that 
foreclosures were having on tenants and in May 2009 enacted a law requiring pur-
chasers of homes at foreclosure sales to allow tenants to remain for ninety days or the 
remainder of their leases.107

As economic strain spread its tentacles to every part of the economy, cities and 
states experienced dramatic declines in tax revenues. Between the middle of 2007 and 
the end of 2009, communities and states lost $917 million in property taxes. Across the 
country, borrowers sought to have their homes reassessed to more accurately refl ect the 
market value of their property and, thus, reduce their tax bills. Less consumer spend-
ing meant less sales tax revenue and job loss meant less in income tax for states. Friday 
furloughs became common by the summer of 2009, with many states closing all but 
the most essential offi ces several Fridays a month to reduce  payroll costs.108

The decline in tax revenues coincided with increased demand for services. Cities 
had to commit scarce dollars to quelling fi res in empty homes, fi ghting crime in aban-
doned neighborhoods, and boarding up and demolishing houses. The estimated costs 
to cities ran as high as $30,000 per foreclosed home.109 Requests to cities for heating 
subsidies, rental assistance, and other social services were steadily rising.

The federal government was not blind to the despair pervading communities. 
Congress had authorized money to assist the hardest hit areas, dating back to the 
fi rst Neighborhood Stabilization Program in 2008. In October 2009, housing fi nance 
agencies (HFAs) got a boost from the Obama administration, which announced a new 
initiative to fi nance the construction and rehabilitation of affordable properties for 
rent and purchase by buying bonds issued by state and local HFAs.110

Without a doubt, subprime lending hit fragile neighborhoods the hardest. Dan 
Immergluck and Geoff Smith have quantifi ed the effect of foreclosures in low- and 
moderate-income areas, fi nding that for each foreclosure within one-eighth of a 
mile of any given home, the value of the home dropped by over 1.4 percent.111 As 
blight infected modest neighborhoods, residents whose wealth was tied up in their 
houses were powerless to escape. Their homes, with manicured lawns and bright, 
geranium-fi lled window boxes, sat alongside boarded-up homes marred by graffi ti. 

For people of color, subprime lending was an unmitigated disaster. A Federal Reserve 
Bank of Boston study found that almost half of the African-Americans in Massachusetts 
who vacated their homes in 2007 moved following foreclosure.112 In Chicago, half the 
properties that become bank-owned REO in the fi rst quarter of 2009 were in neighbor-
hoods where more than 80 percent of the residents were African-American.113 These 
communities then got hit with a second blow: job loss. African-Americans, who never 
gained back the ground they lost in the 2001 recession, were looking at 15 percent unem-
ployment as of August 2009. Hispanics were close behind at 13 percent.114
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For almost two million children, subprime foreclosures meant having to move, 
sometimes to homeless shelters. Cleveland alone had 2,100 homeless children enrolled 
in its schools in April 2008, a 30 percent increase over the prior year. In some districts, 
school buses had stops at homeless shelters, motels, and RV parks. These children suf-
fered gaps in their learning when they moved, and their friendships and sense of com-
munity were fractured. Studies on educational disruption uniformly fi nd that children 
who move frequently perform less well on standardized tests and are more likely to be 
held back in school and to drop out.115

The one thing that is impossible to assess, but everyone knows is true, is that sub-
prime lending extracted a tremendous emotional toll, especially on those who lost 
their homes. Homes are not simply assets. They are the places where people live, raise 
children, care for the people they love, and play, where life events are celebrated, rituals 
performed, and much more. When people lose their homes, they lose a deep emo-
tional connection. For some people this loss was too much to bear. A woman in Mas-
sachusetts killed herself after faxing a letter to her mortgage company that she would 
be dead by the time people showed up for the foreclosure auction that afternoon. In 
Ohio, sheriff ’s deputies were standing with eviction papers outside the home of a 
ninety-year-old woman whose property had been foreclosed upon, when the woman 
shot herself multiple times.116

A PERILOUS BALANCE

At the end of 2009, the country found itself at a delicate pass. Financial markets were 
slowly recovering, due in no small part to the bold and creative measures taken by 
Bernanke, Paulson, and Geithner. Corporate bond issuance had revived, the stock 
market had risen 23.5 percent, and municipal bond market conditions had improved.117

By October 2009, the three-month LIBOR-OIS spread had returned to its precrisis 

FIGURE 6.5. 
All boarded up, Cleveland. (Kathleen C. Engel).
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level of ten to fi fteen basis points.118 Financial markets had stabilized enough to end 
three of the federal government’s extraordinary bailout programs: the Money Market 
Investor Funding Facility at the Fed, the Money Market Fund Program at the Trea-
sury Department, and the Debt Guarantee Program at the FDIC.119 In addition, the 
Fed and the Treasury had started scaling back other relief programs as private fi nanc-
ing sources improved.120

In other respects, the nation’s economy remained precarious. In 2008 and 2009, the 
United States lost 7.6 million jobs. Unemployment stood at 10 percent in December 
2009 and the jobless ranks contained an unusually high percentage of the long-term 
unemployed, compelling Congress to extend unemployment benefi ts in November 
2009 for up to ninety-nine weeks—almost two years. Even with federal aid, over half 
the people who became unemployed had to borrow money from family and friends. 
An equal number were forced to reduce their medical care. In 2009, bankruptcy fi lings 
jumped to 1.4 million, up 32 percent from 2008’s rate.121 As despair increased, so, too, 
did mental health issues, family confl icts, and feelings of shame.122

Poverty was also on the rise. Some experts predicted that by the end of 2009, one 
out of every seven people would be living below the poverty line of $22,000 per year for 
a family of four. The poverty rate among African-American and Hispanic people was 
almost 25 percent. Hunger was rampant, with forty-nine million Americans report-
ing a lack of food and one out of eight citizens on food stamps. Homeless shelters 
found more people at their doors. The housing market was not recovering and more 
borrowers were falling behind on their mortgages. By the fall of 2009, 7.5 million bor-
rowers were thirty days or more behind on their loan payments or in foreclosure and 
42 percent of all subprime loans were a month or more past due. Default rates on pay-
option ARMs were expected to rise as borrowers experienced, on average, a 60 percent 
increase in their monthly mortgage payments when their rates adjusted.123

Pay-option ARMs were not the only time bomb. Almost three million people held 
interest-only mortgages worth over $900 billion. By September 2009, in California, 
Florida, and Nevada, more than 20 percent of borrowers with interest-only prime
loans were at least sixty days late.124 Goldman Sachs estimated that over 50 percent of 
all pay-option loans would eventually default.125

Housing prices appeared to stabilize briefl y in the early fall of 2009, but there was 
concern about another downturn by year-end. With more foreclosed homes being put 
up for sale, housing prices continued to drop. Experts projected that the number of 
foreclosed homes on the market would exceed well over one million by the middle of 
2010, an increase of 300,000 over July 2009’s fi gure.126

Together, these problems in the labor and housing markets put added pressure on 
the fi nancial health of banks. With each new wave of joblessness and each new drop 
in home values, loan losses grew. Toxic assets continued to drag down big banks and 
growing defaults in the commercial real estate market posed a fresh source of woes. 
Although bank runs had mercifully receded, banks were failing at an increasing rate 
in late 2009.127

Broad swaths of the fi nancial system remained on federal life support. In the fall of 
2009, nine out of ten new mortgages were fi nanced by the U.S. government.128 Public 
confi dence in banks depended on higher basic deposit insurance plus a blanket guar-
antee of business checking accounts. Consumer lending was sickly and functioning 
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only because of federal backing of the consumer asset-backed securities market. The 
commercial paper market, while improved, remained signifi cantly below its mid-2007 
high, making the Fed reluctant to close down its Commercial Paper Funding Facil-
ity.129 In view of these concerns, in September 2009, the Treasury Department said 
that it was “unclear whether the improvements achieved to date will persist without a 
period of continued government support.”130

The roots of the subprime crisis date back more than 20 years. Over that time, the 
federal government had the knowledge, the resources and the power to stem the tide 
of abusive lending. Instead, by failing to act, the government infl icted disastrous harm 
on the American people and backed itself into risky and tragic choices that would 
haunt the nation for years to come. For in saving the world’s economy from the abyss, 
the U.S. government had sent banks an unmistakable sign that they could reap the 
profi ts from going for broke while saddling U.S. taxpayers with any losses. 

45

Nonprime

Prime

Agency

40

2007 2009 2011 2013 2015

35

30

25

20

15

10

5

0

FIGURE 6.6. 
Monthly mortgage rate resets (fi rst reset in billions of U.S. dollars). Source: Credit 
Suisse.



 

Part III

a
Regulatory Failure

Federal regulators acted in time to stop a complete collapse of the world economy, 
but where were they when consumers and their advocates, researchers, cities, and 

states were warning about the growing abuses in the subprime market? Even when the 
chorus reached a deafening crescendo in 2006, regulators continued to shrug their 
shoulders at the problems in subprime. Their indifference was part and parcel of the 
same deregulatory agenda that prompted Congress to abolish substantive controls on 
home mortgages in the early 1980s. From then on, the federal government embraced 
the credo that the market, not the government, was the one to fi x problems in the 
mortgage market. 

Federal regulators gave subprime lending their blessing by leaving subprime loans 
untouched, even though many of the loans violated the most basic tenet of lending: 
that no loan should be made unless the borrower can repay. Worse yet, federal reg-
ulators actively resisted using their substantial powers of rule-making, examination, 
and sanctions to crack down on the proliferation of virulent loans. At the same time, 
they gave banks the green light to invest in subprime mortgage-backed securities and 
CDOs, leaving the nation’s largest fi nancial institutions awash in toxic assets. 

The subprime crisis didn’t have to happen. It could have been stopped. We proceed 
with our cautionary tale of how federal regulators abdicated their responsibility.
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a
The Clinton Years

Subprime lending took off in the early 1990s, while Bill Clinton was president. 
During the Clinton presidency, many of the same problems that resulted in the 

credit crisis in 2007 and 2008 came to light. These problems included high default 
rates, consumer abuses, bank failures from subprime loans, and the wholesale failure of 
subprime lenders in 1998 and 1999 due to illiquidity after investors briefl y fl ed the 
subprime securitization market. 

During the 1990s, the federal government’s response to the hazards of subprime 
lending was uneven. Congress passed legislation governing subprime loans in 1994, 
but that law had little effect. At the other end of Pennsylvania Avenue, the Clinton 
administration took the subprime problem more seriously. However, Clinton left offi ce 
before the administration’s reforms could be completed.

THE BANKING REGULATORS

Before we embark on our discussion of the Clinton era policy on subprime loans, it is 
important to describe the complex landscape of mortgage regulation, which encom-
passes Congress, a hodgepodge of federal agencies, and, to a limited extent, the states. 

Mortgage lenders come in different varieties. Lenders that take deposits are called 
depository institutions.  Depository institutions are either banks or thrifts (which are 
also called savings associations or savings and loan institutions). 

In the United States, most ordinary corporations receive their charter—that is, 
their operating license—from a state. One of the oddities of U.S. banking is that banks 
and thrifts have the option of going to a state or the federal government to obtain 
their charters. A federally chartered bank is known as a national bank. You can usu-
ally recognize a national bank because the word National appears in its name or the 
term National Association (N.A.) is at the end. Thus, the First National Bank of Law-
rence and Citibank, N.A., are both examples of national banks. Likewise, a federally 
chartered thrift institution is called a federal savings association. All federal savings 
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associations have the word Federal in their name. Finally, depository institutions that 
obtain a state charter are known as state banks or state thrifts. 

Starting in the 1970s, a new breed of mortgage lender emerged that did not take 
deposits and thus was neither a bank nor a thrift. Mortgage bankers and fi nance com-
panies were examples of nonbank lenders. Some nonbank mortgage lenders were 
independent, freestanding corporations. Others were owned by banks or thrifts or 
otherwise affi liated with them.

To fi gure out who regulated a particular mortgage lender during the 1990s and 
2000s, you needed to know whether the lender was a bank or a thrift or affi liated 
with one. Independent nonbank lenders were the easiest case. They were regulated 
primarily by the states. If an independent nonbank lender engaged in an unfair or 
deceptive act or practice in violation of the Federal Trade Commission Act, how-
ever, it also was subject to enforcement by the Federal Trade Commission. (See 
fi gure 7.1.)

The story for banks and thrifts was more complicated. As a matter of historical 
accident and defi nitely not planning, the United States ended up with four federal 
banking regulators. Together, they formed an alphabet soup of agencies, with each 
having jurisdiction over a different type of lender. To start with, all banks and thrifts 
had a primary federal regulator. For national banks, the regulator was the Offi ce of the 
Comptroller of the Currency, or the OCC, an agency within the Treasury Depart-
ment. The Federal Reserve Board regulated state banks that were members of the 
Federal Reserve System, while the Federal Deposit Insurance Corporation (FDIC) 
regulated state nonmember banks. Finally, the Offi ce of Thrift Supervision (OTS), 
another agency within the Treasury Department, supervised all thrift institutions, 
whether they were federally or state-chartered. State banks and state thrifts were also 
regulated by state regulators. State regulators, however, did not supervise national 
banks or federal thrifts. How about nonbank lenders that were subsidiaries or affi li-
ates of banks or thrifts? To make things even more complicated, they had different 
regulators. Nonbank lenders owned by national banks were supervised by the OCC. 
Nonbank lenders that were sister affi liates of a bank (whether state or national) were 
regulated by the Federal Reserve Board. Finally, nonbank lenders that were owned 
by a thrift institution or a savings and loan holding company were regulated by 
OTS. 

Independent
nonbank mortgage 

lender

States

Federal Trade
Commission

FIGURE 7.1. 
Regulation of independent nonbank mortgage lenders.
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THE CLINTON ERA

President Clinton came to power just as subprime lending was gaining steam. The 
banking regulators under his watch saw problems brewing and tried to use their 
authority to head them off. In contrast, Congress passed only one law curbing sub-
prime lending, the Home Ownership and Equity Protection Act of 1994 (HOEPA), 
which turned out to be ineffective for reasons we will explain later on. 

Concerned legislators did fi le a handful of stronger anti-predatory lending bills in 
the House and the Senate. These bills had no real prospect of passage, however, given 
the implacable opposition of Senator Phil Gramm, the chair of the Senate Banking 
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FIGURE 7.2.
Regulation of mortgage lenders owned by bank holding companies.
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FIGURE 7.3. 
Regulation of mortgage lenders owned by savings and loan holding companies.
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Committee, who declared: “I don’t know how we can hope to address the problem 
before we have decided what it is.”1 Gramm’s ideological opposition and that of other 
senators, powerful lobbying by and fi nancial contributions from banks, and the threat 
of a fi libuster created an impasse in the Senate. 

The executive branch was not so complacent. The Department of Housing and 
Urban Development, the Federal Reserve Board, and the Department of the Treasury 
issued various reports between 1998 and 2000 urging greater regulation of subprime 
lending.2 In addition, the Federal Trade Commission and the Justice Department 
brought a string of well-publicized enforcement actions against bad subprime actors.3

At the same time, under pressure from HUD secretary Andrew Cuomo, Fannie Mae 
and Freddie Mac amended their guidelines to prohibit purchases of predatory loans.4

The real action under President Clinton was happening at the federal agencies that 
regulated banks and thrifts, where concern was growing on two fronts. Regulators 
were alarmed about the risks that subprime lending and securitization posed to the 
soundness of depository institutions.  They also voiced concern about the impact of 
predatory lending on borrowers. 

Of the four federal banking regulators, Ellen Seidman, the Director of OTS, was 
the most outspoken about the dangers of subprime lending. Under Seidman, OTS 
actively used its power to deny charters to discourage subprime lenders from becom-
ing federal thrifts. In one case, OTS suspended a charter application by one notorious 
subprime lender, Associates First Capital, and in another, it persuaded the question-
able lender First Alliance to withdraw its application. Seidman also launched a full-
scale review of OTS mortgage lending regulations to see whether the rules needed 
to be beefed up to fi ght predatory lending more aggressively. As part of that review, 
OTS sought public input on whether its own regulations were inadvertently boosting 
abusive lending. 

Seidman also addressed growing evidence that lenders were offering people of 
color worse loan terms than comparably qualifi ed white people. Adopting a model 
used to test for housing discrimination, in July 2000, Seidman’s agency inaugurated 
a program to send mystery shoppers into thrifts to test for discriminatory lending.5

Seidman worked closely with her fellow bank regulators to step up compliance 
examinations for predatory lending. To improve the examination process, she and fel-
low regulators proposed collecting more information from banks and thrifts about 
their subprime operations. Toward the end of the Clinton administration, the regu-
lators also proposed a new rule to increase oversight of risky subprime loans by banks 
and thrifts.

Donna Tanoue, chair of the FDIC, put subprime lending high on her agenda as 
well. The FDIC emphasized that the “models used to underwrite loans” were “untested 
in a recession,” and, in a statement of the obvious, stressed that subprime borrow-
ers were especially vulnerable to economic shocks. Tanoue also publicly worried that 
banks and thrifts were snapping up subprime lenders who would use insured deposits 
to fund subprime loans.6

Concerns about banks’ roles in subprime lending came to a head during the fallout 
from the Asian fi nancial crisis in 1998, when banks canceled credit lines to subprime 
lenders and securitization deals dried up. Scores of subprime lenders, unable to raise 
money on the bond markets, faced a cash crunch from which some of them never 
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recovered. Among them were FDIC-insured banks and thrifts.7 In a chilling pre-
monition of the later credit crisis to come, regulators like Ellen Seidman warned that 
subprime lenders who relied on the bond markets for fi nancing could face a liquidity 
crunch if investors lost confi dence. 

The Asian fi nancial crisis also called into question the adequacy of subprime lend-
ers’ capital cushions. Not surprisingly, the FDIC found that the 150 insured banks 
and thrifts that were engaged in substantial subprime lending were twenty times more 
likely to become problem institutions than other banks and thrifts. In fact, between 
1998 and 1999, six out of eleven bank and thrift failures were due to subprime lending 
run amok. 

Two bank failures stand out because of their inadequate accounting of subprime 
mortgage-backed securities. During this period, lenders who made subprime loans 
for securitization typically retained the bottom (or residual) tranches of the securities 
carved from the loans they made, which, as readers may recall, meant they were hold-
ing the riskiest securities. The FDIC seized Pacifi c Thrift and Loan Company (PTL) 
in 1999 after fi nding that the bank had infl ated its residual interests in subprime loans, 
leaving it insolvent. The more spectacular failure, that same year, was First National 
Bank of Keystone. Keystone had perpetrated a massive fraud to infl ate the value of its 
holdings of subprime-backed securities. In the process, Keystone went so far as to bury 
key fi nancial records to deceive OCC examiners.8

Savings and loan institutions managed to duck failures from subprime loans in 
the immediate wake of the 1998 credit crisis. Three years later, however, in July 2001, 
Superior Bank, FSB, became the fi rst OTS institution to succumb to rash subprime 
lending. Superior had expanded aggressively into the origination and securitization 
of subprime mortgages beginning in 1993. Like PTL, Superior retained the fi rst-loss 
position in its subprime securitizations. Eventually, these residual positions grew so 
large that Superior amassed a “high concentration of extremely risky assets.”9 Worse 
yet, Superior blatantly overvalued these residuals. When the OTS fi nally blew the 
whistle and forced Superior to write down its assets, the bank became “signifi cantly 
undercapitalized” and was forced to close.10

Donna Tanoue took on the task of persuading the other federal banking regulators 
that subprime lending and the resulting securities subprime lenders were holding were 
a signifi cant problem. Ultimately and after much effort, Tanoue prevailed and the 
regulators adopted a rule requiring banks and thrifts to hold more capital against their 
equity interests in subprime securitizations.11

In sum, once the Clinton-era regulators realized they had a problem, they attempted 
to put rules with teeth in place to prevent those problems in the future. One rule, on 
the capital treatment of securitized residuals, was adopted, but another, more impor-
tant rule was not. That was the proposed rule to regulate subprime lending by banks 
and thrifts. But the Clinton years came to an end before the rule could be adopted in 
fi nal form. 
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8

a
OTS and OCC Power Grab

With President Bush in the White House, curtailing subprime lending was not a 
priority, even though predatory lenders were sweeping the country.  States and 

cities responded to Washington’s inaction by passing anti-predatory lending laws of 
their own. Lenders, worried about potential liability, quickly organized a full-scale 
attack on the state and local initiatives.  Lobbyists from the lending industry descended 
on statehouses and convinced legislators to water down or defeat proposed laws. When 
municipalities passed subprime lending ordinances, the American Financial Services 
Association and its allies challenged the constitutionality of those ordinances—
and won.1

Lenders’ most potent strategy lay in challenging the state and local laws under an 
obscure doctrine known as federal preemption. When a federal law “preempts” a state 
or local law, it overrides the application of that law, either in part or whole. Federal 
preemption proceeds from the idea that some policy areas demand one federal law, 
not fi fty different state laws. When Congress or the executive branch invokes federal 
preemption, it is deciding that the country needs national uniformity in that area. 
Federal preemption can also mean that states lose authority to enforce their own laws 
in certain areas. The result is a shift in the balance of power, taking power away from 
the states and putting it in the hands of the federal government.

FEDERAL PREEMPTION BY THE OTS AND OCC

In the early 1990s, all banks and thrifts had to obey state laws that were in effect on 
mortgages. Nonbank mortgage lenders had to comply with those laws as well. In 1996, 
however, that changed when the Offi ce of Thrift Supervision (OTS) issued two preemp-
tion rules, declaring that state mortgage laws no longer applied to federal thrifts or 
their subsidiaries.2 As a result, federal thrifts were able to operate under one set of laws 
wherever they did business across the nation. 

By exempting federal thrifts from state mortgage laws, OTS took a level playing fi eld 
and tilted it. Other lenders had to comply with state laws, but federal thrift institutions 
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did not. At fi rst, this competitive advantage for federal thrifts had relatively little bite. At 
the time, in the late 1990s, few states had laws restricting predatory lending and the laws 
that did exist were quite narrow. In addition, federal banking regulators were cracking 
down on abusive lenders and OTS was not using the OTS preemption rule as an escape 
from regulation.3

The climate changed with the election of President George W. Bush. In 2001, the 
Bush administration deep-sixed Seidman’s proposal to institute new anti-predatory 
lending rules for depository institutions. It also decided to use OTS’s preemption rule 
to halt state efforts to restrict unfair lending practices. Overnight, in the name of pre-
emption, the OTS created a “safe zone” for federal thrifts.

In the meantime, the Offi ce of the Comptroller of the Currency was hungrily 
eyeing the OTS, eager to give the same competitive advantage to national banks. 
As state anti-predatory lending laws proliferated, national banks lobbied the OCC 
for federal preemption privileges.4 In 2004, the comptroller of the currency, John D. 
Hawke Jr., issued a preemption rule for national banks. The rule excused national 
banks and their subsidiaries from having to comply with state consumer protection 
laws related to mortgage lending.5 Under a sister regulation, called the visitorial pow-
ers rule, the comptroller even barred the states from enforcing state laws that were not 
preempted—such as state lending discrimination laws—against national banks and 
their subsidiaries.6

The OCC rule sparked a fi restorm of controversy. States had regulated consumer 
protection at national banks for over a century. With its preemption rule, the OCC 
toppled that tradition by disabling the states’ ability to redress consumer protection vio-
lations by national banks. What is more, the OCC extended federal preemption to the 
nonbank subsidiaries of national banks, even though they were chartered by the states.

In the ensuing controversy, OCC offi cials went on the offensive, accusing states 
and consumer groups of bad faith. Questioning why states tried to apply their anti-
predatory lending laws to banks, Comptroller Hawke asserted: “Surely there’s a politi-
cal dimension to it. Kicking banks around has been something of a national pastime 
since the days of Andrew Johnson.” Julie Williams, the OCC’s chief counsel and the 
architect of OCC preemption, upbraided those who opposed the rule, complaining 
that the OCC’s “motives” had been “impugned” and that “allegation and innuendo” 
against the OCC was “standard fare.” She even accused the states of fi scal irresponsi-
bility, charging: “States are spending time and money that could be directed at practices 
by [nonbanks].”7 Eventually, the validity of the OCC’s preemption rule worked its way 
to the U.S. Supreme Court, which voted to affi rm OCC preemption.8

The OCC preemption campaign played out against the backdrop of massive con-
solidation in the banking industry. During the late 1990s and throughout the sub-
prime boom, the total number of depository institutions had steadily shrunk. 

As the number of institutions dwindled, state and federal chartering authorities 
for banks and thrifts locked horns to preserve their turf. The best way for a regulator 
to preserve turf was to entice bigger institutions to its charter. And the best way to 
do that was to offer them a bigger menu of legally permissible banking activities and 
gentler regulation and laws.

Preemption helped alleviate two handicaps under which the OCC had labored. 
One, national banks pay higher fees on average than state banks, which can discourage 
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institutions from becoming national banks.9 Two, the federal thrift charter was the 
only charter at the time offering federal preemption. By offering preemption, the OCC 
hoped it could keep national banks from converting to thrift charters. It likewise hoped 
to attract state banks and nonbank lenders to the national bank fold. Because OCC 
preemption, like OTS preemption, provided uniform laws nationwide, it was especially 
attractive to large national banks with coast-to-coast operations that found it inconve-
nient to comply with fi fty state laws.

AN UNLEVEL PLAYING FIELD

By 2004, with OTS and OCC preemption fi rmly ensconced, competitive inequities 
became set in stone. National banks, federal savings associations, and their mortgage 
lending subsidiaries were regulated by federal banking regulators, but could ignore 
state laws. Independent mortgage lenders were free from federal banking regulation, 
but had to obey a patchwork of state laws, some of which were weak and some of 
which were strong. State banks, state thrifts, and their nondepository mortgage-
lending subsidiaries were subject to both state and federal regulation.10 The disparity 
was so severe that in 2005, under chairman Donald Powell, the FDIC fl irted with its 
own preemption rule for state banks.11

Federal preemption created incentives for mortgage lenders to shop for the easiest 
regulators and laws. Even before the preemption rulings, lenders had the ability 
to pick their regulator. But preemption gave the OCC and OTS a powerful extra lure to 
entice lenders to their charters, in the form of relief from state anti-predatory lend-
ing laws. 

Charter shopping was not a hypothetical concern. The story of Countrywide—
back then the nation’s number one mortgage lender—illustrates the corrosive effect of 
competition for laxity. From 1990 to 2007, Countrywide’s parent company, Country-
wide Financial Corporation, owned a national bank named Countrywide Bank, N.A. 
In 2005, Angelo Mozilo, the CEO of Countrywide, began to chafe under the OCC’s 
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Total number of insured depository institutions: 1998–2007. Source: FDIC Statistics 
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regulation of its bank.12 Hearing of Countrywide’s discontent, OTS decided to try to 
persuade Countrywide Bank to turn in its national bank charter and become a thrift. 
In 2006, OTS staff, including Darrel Dochow, then the regional deputy director of the 
West Region of OTS, traveled to Calabasas, California, to meet with the executives at 
Countrywide’s headquarters. There, according to the Washington Post, “OTS pitched 
itself as a more natural, less antagonistic regulator than OCC.”13 Among other things, 
OTS representatives reportedly portrayed OTS as more willing than the OCC or the 
Federal Reserve to allow loan offi cers to pick property appraisers. 

The pitch succeeded. Not long after, Countrywide Bank, N.A., applied to con-
vert to a thrift charter. It handily won approval and made the switch from a national 
bank to a federal savings association on March 12, 2007. The conversion was good for 
Countrywide, which was able to ditch the OCC and the Federal Reserve as regulators 
and replace them with OTS. The conversion was also good for OTS, which was able 
to collect fees from Countrywide covering about 3 percent of the agency’s budget that 
year. And, in turn, the conversion was good for Darrel Dochow. Just six months later, 
in September 2007, John Reich, the director of OTS, promoted Dochow to be head 
of the West Region.14

Although landing Countrywide was a huge coup for OTS, the OCC was the big-
gest benefi ciary of charter shopping after 2003. Within months after adopting the 
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preemption rule, Comptroller Hawke boasted that “the past several months have seen 
some notable movements of state banks into the national system.”15 JPMorgan Chase, 
HSBC, and the Bank of Montreal (Harris Trust) were the largest banks that converted 
from state bank to national bank charters in 2004 and 2005. Of the three, JPMorgan 
Chase and HSBC were major subprime lenders. 

There is additional evidence of charter shopping. When we look at state bank 
conversions to national banks in terms of assets, the conversions peaked at two critical 
times: in 1999–2000, around the time that Congress passed the Gramm-Leach-Bliley 
Act that granted broader powers to national banks, and in 2003–2004, when the OCC 
proposed and then adopted its preemption rule. 

Another way to track charter shopping is to compare the growth in total assets 
under supervision by the OCC to total assets supervised by state banking regulators. 
The growth in state bank assets largely tracked the growth in national bank assets until 
2004, when their paths diverged. That year, the total assets of national banks surged, 
while the total assets of state banks dropped. It was a good time for banks to trade in 
their state charters for federal bank charters, which allowed them to avoid the growing 
body of  state anti-predatory lending laws (also called “mini-HOEPA laws”). 

We can see a similar pattern around 2004 for state and federal thrifts, coinciding 
with the growth in state anti-predatory lending laws. OTS preemption was contin-
uously in effect from 1997 through 2007 and beyond, but it was only when state 
anti-predatory lending laws multiplied that the number of federal savings associa-
tions began increasing while state thrift charters dropped. And, like banks, the dollar 
amount of assets regulated by the OTS steadily increased.

From 2004 forward, national banks and federal savings associations attracted the 
lion’s share of assets at the expense of state banks and thrifts. This suggests that the 
OCC and OTS successfully used preemption to boost the total amount of assets—and 
the fees levied on those assets—under their supervision. Relaxing regulation was the 
key to their success.
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PREEMPTION’S EFFECT ON CONSUMERS

OCC and OTS preemption had three harmful effects on borrowers, the fi rst being 
inadequate redress. Most state anti-predatory lending laws allowed injured borrowers 
to sue their lenders for violations. However, in contrast, federal preemption prevented 
borrowers who received loans from national banks, federal savings associations, or 
their subsidiaries from suing their lenders for lending abuses under state laws. Borrowers 
could not even raise state law violations as defenses to foreclosure. Similarly, state 
attorneys general and other state offi cials could not protect borrowers by enforcing 
state laws prohibiting predatory lending against national banks and thrifts. Borrowers 
had to settle for complaining to federal regulators’ call centers, whose fi rst response 
was to tell customers, “If your case involves [a factual or contract dispute with the 
bank], consult an attorney for assistance.”16

Second, federal preemption meant that affected borrowers with loans from national 
banks and federal thrifts had virtually no remedy because federal lending laws were 
extremely weak. This gap didn’t bother federal regulators, like Hawke’s successor as 
comptroller, John C. Dugan, who took the position that national banks shouldn’t be 
subject to state laws even if they made sense. And, if there was a void, he and fellow 
regulators maintained, it was up to Congress to fi ll it. 

Lastly, in response to the OCC and OTS preemption rules,  state banks and thrifts 
lobbied state regulators for the same hands-off treatment so they would have com-
petitive parity with their federally chartered counterparts. Some states acquiesced by 
not regulating subprime loans at all. Other states, like Georgia, waived their anti-
predatory lending laws for state banks and thrifts. In these ways, preemption turned 
the playing fi eld into one “with no rules.”17
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JUDGING BY THE RESULTS

In defense of federal preemption, Comptroller Dugan maintained that the OCC’s 
“comprehensive” supervision resulted in lower mortgage default rates.18 You be the jury. 
The FDIC reported that among depository institutions, federal savings associations 
regulated by OTS had the worst default record for one- to four-family residential mort-
gages from 2006 through 2008. (See fi gure 8.5.) In 2007 and 2008, OCC-regulated 
national banks had the second-worst record. Both years, state thrifts had better default 
rates than either national banks or federal thrifts. State banks invariably had the lowest 
default rates of all.

Of these four types of charters, only national banks regulated by the OCC and 
federal thrift institutions regulated by OTS enjoyed federal preemption. State banks 
and state thrift institutions did not. Thus, at least when we compare depository insti-
tutions, federal preemption was associated with higher default rates, not lower ones, 
from 2006 through 2008. Those were the years when loan underwriting was at its 
worst and the credit markets experienced a meltdown. 

These statistics have limitations. They do not tell us whether independent nonbank 
lenders had higher default rates than banks or thrifts. Similarly, we do not control 
for the credit quality of loan portfolios or other factors. Despite these limitations, 
however, the statistics refute the claim that federal preemption lowered default rates 
among mortgages by depository institution lenders. To the contrary, the best loan per-
formance was at state banks and thrifts, which were subject to both state and federal 
regulation and did not enjoy preemption.
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REGULATORY TOOLS

During the furor over federal preemption, the OCC and the OTS were mindful of 
charges that they were relaxing regulation. In response, both agencies went on the 
offensive, arguing that their brand of regulation was superior to state laws designed to 
restrict abusive lending.

States with anti-predatory lending laws regulated credit by restricting risky under-
writing practices and harmful features in loan products. The laws were enforceable 
by state banking regulators, state attorneys general, and aggrieved borrowers. Federal 
banking regulators used an entirely different toolkit. Bank examinations and agency 
enforcement, not lawsuits, were the mainstays of banking supervision. By law, regula-
tors had to examine banks and thrifts for safety and soundness every twelve months, 
or every eighteen months for smaller institutions in good condition. In addition, bank 
and thrift examiners reviewed institutions for compliance with consumer and fair 
lending laws.19

If examiners found a violation of law or a safety and soundness problem, they could 
write it up in their examination reports. In addition, agencies could take enforcement 
measures. Most banking regulators preferred informal enforcement, in part because it 
was comparatively congenial and cooperative in nature. Informal enforcement could 
range from resolutions or commitment letters signed by a bank’s board of directors to 
supervisory directives and voluntary written agreements negotiated between the regu-
lator and the bank. Depending on the agency, these voluntary agreements were known 
as supervisory agreements or memoranda of understanding (MOUs). In contrast, for-
mal enforcement was usually harsher and could be imposed by an agency unilaterally, 
over management’s objections. Regulators had a variety of formal enforcement tech-
niques at their disposal, including safety and soundness agreements, cease-and-desist 
orders, civil money penalties, and orders removing management.20

Banking regulation depended on regulators, not consumers or elected offi cials, for 
enforcement. This regulatory structure put enormous discretion in regulators’ hands. 
Zealous regulators could use their discretion in ways that were too harsh. Other times, 
regulators could do too little. Lax regulation was a particular concern because regu-
lators often identifi ed closely with the banks they supervised. There were different 
reasons for regulatory capture in the banking industry. Top regulators often were 
recruited from the ranks of bankers or lawyers for banks. Similarly, regulators wanted 
to keep their regulated institutions content to discourage them from converting to 
other charters. 

If a regulator wanted to be lenient, there were lots of ways to do it. One was to delay 
examinations or forego them altogether. Another was to delay initiating enforcement 
actions. Still another was to refuse to ratchet up enforcement to formal action when 
an institution’s condition was deteriorating but corrective steps had not been taken. 

Regulators often shied away from formal action because informal enforcement was 
private and usually the product of consensus between the regulator and the bank. 
Informal enforcement, however, had major downsides. One was that bank manage-
ment could drag its feet and try to water down a voluntary agreement during negoti-
ations. Another was that some types of informal enforcement were not enforceable in 
court. If management eventually reneged on promises made during informal enforce-
ment, regulators lost valuable time and losses could mount in the meantime. This 
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scenario played out  repeatedly during the 1980’s savings and loan crisis, when foot-
dragging by regulators and management of ailing thrifts alike multiplied the ultimate 
cost of the crisis to U.S. taxpayers. Finally, informal enforcement was secret, which 
allowed slack regulators to cover their tracks.21

In spite of, or perhaps of, the defi ciencies in bank examinations, the OCC and 
OTS liked to plug banking supervision as the best way to detect and stop careless 
lending practices. John Reich, the director of OTS, often stressed the “seamless super-
vision” of thrifts and their holding companies as an advantage of the thrift charter. 
Similarly, John Hawke at the OCC argued strenuously that banking supervision was 
better than state anti-predatory lending laws in policing abuses:22

We know that it’s possible to deal effectively with predatory lending without
putting impediments in the way of those who provide legitimate subprime 
credit. It’s an unnecessary consequence because the approach that’s been fol-
lowed is an across-the-board, one-size-fi ts-all approach that applies to the good 
as well as the wrongdoers.

We believe a far more effective approach would be to focus on the abusive 
practitioners, bringing to bear our formidable enforcement powers where we 
fi nd abusive practices—after clearly articulating our expectations.

In Hawke’s view, punishing wrongdoers after the fact was preferable to regulating 
underwriting practices up front.

GUIDANCES OVER RULES

Federal regulators could have addressed abusive lending by adopting hard law in the 
form of binding rules prohibiting exploitative loan terms and careless underwriting of 
home mortgages, but they refused to take this step.  Instead, during the Bush admin-
istration, all four federal banking regulators, including the OCC and OTS, addressed 
risky loans through advisory guidances and other types of soft law, not binding reg-
ulations. In fact, during this period, there was only one binding rule on abusive 
mortgage lending for loans not covered by HOEPA, and that rule was issued solely by 
the OCC. 

The paucity of rules was, in part, due to regulators’ aversion to dictating underwrit-
ing standards to lenders. In addition, they did not want to give independent nonbank 
lenders a competitive edge by imposing rules that would apply solely to depository 
institutions.23 And fi nally, guidances gave regulators discretion to sit tight and not
institute enforcement actions. As the OCC explained:24

If a national bank fails to meet a standard prescribed by a regulation, the OCC 
must require it to submit a plan specifying the steps it will take to comply with 
the standard. If a national bank fails to meet a standard prescribed by a guide-
line, the OCC has the discretion to decide whether to require the submission 
of such a plan.

Guidances, thus, allowed for slack regulation and permitted lenders to argue that com-
pliance was optional. Dugan encouraged this type of thinking when, in October 2006, 
he stressed what the guidance on nontraditional mortgages did not do: “It is not a ban 
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on the use of nontraditional mortgage products. It does not impose a limit on the 
number of nontraditional mortgages that an institution may hold. And it does not
impose any new capital requirements.”25

In sum, with federal preemption came responsibility. Federal preemption displaced 
state and local law and gave the OCC and OTS sole enforcement power. Once those 
agencies asserted that power, they had a corresponding responsibility to protect peo-
ple. If federal oversight was defi cient—as it was under the OCC and OTS during the 
George W. Bush years--injured parties ended up with no legal redress against national 
banks, federally chartered thrifts, or their lending subsidiaries.

Federal preemption was a particularly toxic brew because it encouraged lenders to 
shop for legal regimes and charters. Because lenders that were not depository insti-
tutions could escape regulation in states with weak laws, that put pressure on federal 
banking regulators to relax their standards to give the entities they regulated a compet-
itive advantage. A downward spiral in lending standards quickly resulted. 



 

9

a
Put to the Test: OCC, OTS, and FDIC Oversight

The OCC and OTS not only instituted federal preemption and refused to adopt 
binding rules that would have mandated safe underwriting practices, but they also 

failed to take formal enforcement actions against troubled banks and thrifts. As the 
agencies turned a blind eye to unsafe loans, what began as a mortgage crisis turned 
into a banking crisis of catastrophic proportions.

Their sister regulator, the Federal Deposit Insurance Corporation, did not preempt 
state anti-predatory lending laws for the community banks it regulated. While a few 
FDIC-regulated banks got into trouble with subprime loans, for the most part FDIC 
institutions steered clear of those products. As a result, FDIC-regulated banks only 
had a small role in the unfolding subprime crisis.

THE OFFICE OF THE COMPTROLLER 
OF THE CURRENCY

When it came to reckless lending, all three comptrollers of the currency after 2000 
maintained that national banks were “not where the real problem exist[ed].”1 Comp-
troller John C. Dugan asserted, for instance, that national banks made only 10 percent 
of subprime loans in 2006. In making this statement, Dugan picked his words care-
fully. He ignored the role that OCC preemption played in hastening a race to the 
bottom by federal regulators and the states. Furthermore, he conveniently failed to 
mention that national banks had moved aggressively into Alt-A low-documentation 
and no-documentation loans during the housing boom. These loans were ticking 
time-bombs. Indeed, according to the OCC’s own statistics, by the fi rst half of 2008, 
one of the two main drivers of new foreclosures was low-doc and no-doc loans.2

Dugan neglected to mention another big issue, which is that large national banks 
posed far more systemic risk than independent nonbank lenders. In September 2008, 
Wachovia Bank, N.A., one of the country’s largest banks, suffered a run on deposits due 
to bad pay-option ARMs made by its affi liate. Federal regulators hastily engineered 
a rescue rather than let Wachovia fail. In contrast, when the New Century Financial 
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Corporation, a top subprime lender, but not a bank, failed and fi led for bankruptcy in 
2007, the federal government did not even consider throwing it a lifebuoy. 

The OCC was not completely passive. In 2004, the agency adopted a rule ban-
ning unfair and deceptive acts and practices and mortgages made without regard to 
borrower’s ability to repay.3 At the time the OCC adopted the rule, the prospects for 
vigorous enforcement were not high because the rule was vague. It did not explicate 
what constituted an unfair or deceptive lending act or practice and, even though the 
OCC wrote the rule, the agency lacked the authority to defi ne discrete practices that 
violated the rule.4

As for the ban on unaffordable mortgages, the rule allowed national banks to “use 
any reasonable method to determine a borrower’s ability to repay, including, for exam-
ple . . . credit history, or other relevant factors.” This opened the door to such dubious 
practices as qualifying borrowers solely based on their credit scores for low-doc and 
no-doc loans. Almost by defi nition, such loans did not entail any assessment of bor-
rowers’ ability to repay. 5

Oftentimes, OCC chiefs said “the right thing” when it came to subprime loans. 
Both Dugan and Julie Williams, the acting comptroller of the OCC before Dugan 
took the helm, routinely denounced risky lending practices. In spring 2005, Williams 
warned loan review professionals about the dangers arising from the proliferation of 
low-doc and no-doc loans at national banks. Three months later, in June 2005, an 
OCC survey of mortgage underwriting practices at the seventy-one largest national 
banks confi rmed the problem, reporting a surge in “higher credit limits and loan-to-
value ratios, lower credit scores, lower minimum payments, more revolving debt, less 
documentation and verifi cation, and lengthening amortizations” in home mortgages. 
The report stressed that all of these practices “introduced more risk to retail portfo-
lios.”6

A few months later, in September 2005, Dugan gave a speech to the American 
Bankers Association, in which he warned of “looser underwriting standards” and 
questioned “how these loans will fare in the event of a rise in interest rates or a soften-
ing in house prices.”7 The following month, Dugan addressed OCC credit risk experts 
on the same problem. 

In the fall of 2005, Dugan took the further step of spearheading an interagency 
guidance on nontraditional mortgage loans that eventually appeared in fi nal form in 
September 2006.8 The guidance looked strong at fi rst glance, but it was incomplete 
in several respects. It did not cover subprime loans generally, only interest-only and 
pay-option ARMs. And, even for those products, the guidance placed no fi rm limits 
on low-doc and no-doc underwriting. 

The subprime guidance was one of many examples of the OCC talking out of both 
sides of its mouth. At the same that the OCC was emphasizing the need for care-
ful underwriting, it was limp-wristed when it came to supervision and enforcement. 
In 2004, Comptroller Hawke reassured the American Bankers Association that the 
OCC only used enforcement as a last resort:9

It is our practice to identify and seek solutions for problems at an early stage, 
when there is still the prospect for effective improvement, to work construc-
tively and calmly with our bankers to address concerns—and to escalate the 
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tone of our comments and our actions only where we are forced to do so 
because of management’s unwillingness or inability to take corrective actions.

For her part, Julie Williams merely told bank risk managers to “manage” the risk of 
no-doc loans—through debt collection, higher reserves, prompt loss recognition, and 
testing for compliance with loan policies—instead of limiting or banning those loans 
outright.10 In a speech in May 2005, she feebly called on community groups to defray 
the risk of no-doc loans through borrower counseling, foreclosure prevention hotlines, 
and buyers’ broker services.11

Finally, in a 2005 speech to OCC credit risk experts, Dugan stopped short of 
instructing examiners to downgrade institutions making low and no documentation 
loans, even though these loans made it impossible for national banks to know whether 
borrowers could afford to repay. Instead, he just made vague admonitions to “evaluate 
the quality of loan underwriting, noting any weaknesses and defi ciencies in the docu-
mentation and decision-making.”12

Reckless Lending by National Banks
It was in bank examinations that the OCC could act—or not act—to curtail ques-
tionable lending practices and loan terms. We do not know how often the OCC 
examined any given national bank because bank examinations are shrouded in 
secrecy. Nevertheless, we can gauge whether national banks and their subsidiaries 
made risky loans and what impact these lending practices had on banks’ long-term 
viability.

National City Bank, N.A.
Exhibit A for dangerous low- and no-doc loans was National City Bank, N.A., in 
Cleveland. National City Bank owned First Franklin Mortgage, one of the nation’s 
top subprime lenders, which was heavy into low-doc and no-doc loans. In December 
2006, just before the subprime market tanked, National City had the foresight to sell 
First Franklin to Merrill Lynch. As part of the deal, however, Merrill Lynch made 
National City retain $10 billion of First Franklin’s old “non-prime” loans. 

That deal provision proved fatal to National City. Between year-end 2006, when 
National City Bank sold First Franklin, and September 30, 2008, the bank’s delin-
quent loans ballooned, mostly thanks to bad First Franklin loans. National City Cor-
poration reported net losses fi ve quarters straight starting in the third quarter of 2007. 
By May 2008, National City Bank was deteriorating so fast that the OCC made it 
sign a secret memorandum of understanding to raise capital, boost risk management, 
and shed troubled loans. Matters worsened, though, and by late September, the tur-
moil surrounding Lehman Brothers’ collapse threw National City into crisis. By then, 
the parent company’s stock had plummeted 96 percent since year-end 2006, S&P had 
cut National City Bank’s rating, and customers were withdrawing uninsured depos-
its in droves. Desperate to shore up its fi nances, National City Bank applied to the 
Treasury Department for a bailout from the Troubled Asset Relief Program. Treasury, 
however, turned it down as too weak to qualify. It took a rush takeover by PNC Finan-
cial Services Group in Pittsburgh in October 2008 to spare National City Bank from 
seizure by the FDIC.13
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The Five Biggest National Banks
The OCC also looked the other way as the top fi ve national banks engaged in high-
risk mortgage lending. All fi ve of these banks posed systemic risk on a scale that made 
them “too big to fail” and later necessitated federal bailouts. 

Bank of America, N.A., was the biggest U.S. bank in terms of assets in 2005. It 
made stated income and no-doc loans until August 2007, when the bond markets 
froze. How did these loans do? An Alt-A loan pool that Bank of America securitized 
in April 2007 gives us some idea. According to the prospectus, 72 percent of the loans 
in this securitization, known as the “Banc of America Alternative Loan Trust 2007-2,” 
were low-doc or no-doc loans. Just eighteen months after the offering, over 15 percent 
of the loans in the loan pool were already delinquent, in foreclosure or foreclosed upon, 
or in bankruptcy.

The bank sustained large mortgage losses that, combined with the acquisitions of 
Countrywide and Merrill Lynch in 2008, left it in a weakened state. Despite an initial 
$25 billion federal capital infusion in October 2008, Bank of America Corporation 
reported a $15.31 billion net loss for the fourth quarter of 2008, requiring another 
$20 billion federal bailout in January 2009. At the same time, the federal govern-
ment extended Bank of America protection against losses on $118 billion in loans and 
mortgage-backed securities.

JPMorgan Chase Bank, N.A., was the second largest U.S. bank in 2005. Its subsid-
iary, Chase Home Finance, became the fi fteenth largest subprime lender in the nation 
in 2006. That same year, the OCC approved an asset purchase application by the bank 
over public objections about the bank’s “substantial volume” of “no income, no asset,” 
or “NINA,” loans. The OCC said it was not concerned about those loans because 
the bank had proper “checks and balances” in place.14 Later it came out that a Chase 
account representative reportedly sent an email titled “ZiPPY Cheats & Tricks,” telling 
mortgage brokers how to infl ate loan applicants’ income to qualify them for low-doc 
loans from Chase. Tammy Lish, a former Chase account representative who sent the 
email, allegedly told The Oregonian that another Chase representative had sent her the 
tips along with other training documents, raising questions about the underwriting 
controls at Chase.15 That did not stop the federal government from giving JPMorgan 
Chase $25 billion in Troubled Asset Relief Program funds in October 2008.

Similarly, in a blooper of major proportions, the OCC let Citibank, N.A., the 
third largest U.S bank in 2005, buy the subprime lender Argent Mortgage. Citibank 
bought Argent in September 2007, well after subprime lending had turned into a 
full-blown crisis. Argent had been an affi liate of the notorious subprime lender Ame-
riquest, which had agreed to a $295 million settlement for alleged predatory lending 
with forty-nine states and the District of Columbia in January 2006. Eager to ditch 
Argent’s tarnished name, Citibank immediately renamed it Citi Residential Lending 
and announced that its new subsidiary would specialize in Alt-A and nonprime loans. 

“Internally,” according to the New York Times, “many Citi bankers [saw the pur-
chase of Argent] as ‘catching a falling knife.’”16 The bankers were right. In a few short 
months, Citi Residential was ailing. By early May 2008, Citibank announced it was 
phasing out Citi Residential’s lending operations. Undone by its penchant for risk, by 
fall 2008, Citigroup was on the ropes, needing not one, but two emergency federal 
bailouts totaling $45 billion. As part of that rescue, the federal government guaranteed 
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up to $306 billion in bad Citigroup loans.17 In January 2009, Citigroup announced 
an $8.29 billion net loss for the fourth quarter of 2008, putting pressure on the new 
Obama administration to shore up Citigroup again.

The OCC also dropped the ball regarding Wachovia Bank, N.A., which was big 
into residential mortgage lending through its two large mortgage subsidiaries, AmNet 
Mortgage and Wachovia Mortgage Corporation. Both had expanded into Alt-A loans 
as the credit boom progressed. A Wachovia loan submission form dated March 2007 
told brokers that Wachovia Mortgage could offer them the following Alt-A products, 
notwithstanding the OCC’s rule requiring ability to repay:

Stated Income/Stated Assets (SISA) loans
No Income, No Assets (NINA) loans
No Income, No Asset, No Employment (NINANE) loans

Wachovia expanded so aggressively into Alt-A territory that by the fi rst half of 2007, 
Wachovia Bank was the twelfth largest Alt-A lender in the nation. By August 2007, 
however, investors pulled the plug on securitizations, and Wachovia abruptly stopped 
originating all Alt-A home loans. By May 2008, Fitch had downgraded tranches of 
securitized Wachovia Mortgage Alt-A loans dating from 2005 and 2006 and declared 
their prognosis “negative.” Days before the third quarter ended in 2008, fears over the 
bank’s condition ignited a silent run on Wachovia Bank and forced it into a shotgun 
marriage with Wells Fargo.

That takes us to Wells Fargo Bank, N.A., the fi fth largest U.S. bank in 2005 and 
the seventh largest subprime lender in 2006. In a prospectus for one of Wells Fargo’s 
Alt-A securitizations in 2007, the company reported that over 75 percent of the loans 
in the loan pool were low-doc or no-doc loans. Wells Fargo publicly admitted in the 
fi ling that it had loosened its underwriting standards in the second quarter of 2005 
with knowledge that delinquencies and foreclosures could increase. Wells Fargo also 
revealed that it waited until after loan closings—when the money was already out the 
door—to verify whether the brokers who originated the weakest loans in the pool, 
the Alt A Minus loans, had followed the bank’s underwriting rules. Worse yet, Wells 
Fargo admitted that it had fi nanced loans through third parties—usually brokers—
even though the brokers had not complied with Wells’ underwriting standards.18 This 
was a blatant violation of an OCC bulletin that required Wells Fargo to “implement 
an ongoing oversight program over” mortgage brokers’ activities.19

Eventually, Wells Fargo had second thoughts about its lax underwriting and tight-
ened its underwriting criteria for Alt-A Minus loans in February 2007. Later, in Octo-
ber 2008, Wells Fargo received a $25 billion dole in TARP funds, courtesy of U.S. 
taxpayers.

Small and Medium National Banks
Big national banks were not the only ones that plunged into risky no-doc loans. 
Smaller national banks did as well.

First Tennessee Bank, N.A., a medium-sized national bank that was headquartered 
in Memphis, made subprime, low-doc, and no-doc residential mortgages through its 
subsidiary, First Horizon Home Loans. When the subprime market crashed and 
investors refused to buy more securitized subprime loans, First Tennessee was stuck 
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with bad loans in the pipeline. For 2007, its parent company reported a $170.1 million 
loss, largely due to losses on mortgage loans. The parent blamed a “signifi cant increase 
in [home mortgage] delinquencies” for its 242 percent jump in nonperforming loans 
from year-end 2006 to year-end 2007.

First Tennessee was also loaded down with other types of past due loans that raised 
“serious doubts about the borrower’s ability to comply with present repayment terms.” 
First Tennessee fi nally threw in the towel in June 2008 and sold the bulk of its mort-
gage servicing and mortgage origination business to MetLife Bank. That did not 
resolve the bank’s bad loans, though, because MetLife astutely refused to assume First 
Tennessee’s subprime and Alt-A mortgages.20 Largely because of these problems, 
Bankrate.com awarded First Tennessee only two out of fi ve stars as of June 30, 2008, 
saying that the bank’s loan “underwriting and appraisal standards . . . differ[ed] from 
normal bank guidelines” and its loan-to-value standards were “not in conformance 
with prudent underwriting requirements.”21

At least First Tennessee Bank managed to survive. First National Bank of Nevada 
did not. The OCC closed the Nevada bank on July 25, 2008, after it found that “the 
bank’s unsafe and unsound practices . . . seriously prejudiced the interests of the bank’s 
depositors and the deposit insurance fund.” The bank failed less than a month after 
it merged with the First National Bank of Arizona. The Arizona bank had made its 
mark as a subprime lender and a top twenty-fi ve funder of Alt-A home loans in 2006. 
That year, high-cost subprime loans accounted for 33 percent of its fi rst-lien home 
purchase loans and a whopping 75 percent of its junior-lien home purchase loans. The 
Arizona bank had relinquished underwriting control by outsourcing 81 percent of its 
residential loan originations to mortgage brokers. Subsequently, a Lehman Broth-
ers investment trust sued the parent of the Arizona bank to force it to take back bad 
loans it had sold to Lehman, alleging that the bank had “misrepresented the values of 
properties, and the income, debt and employment” of certain borrowers. By March 
31, 2008, 11 percent of the Arizona bank’s loans were past due. The OCC fi nally took 
enforcement action against the bank on June 4 that year, but it was too late to stop the 
bank’s fall.22

The public record shows only one time that the OCC banned reduced documen-
tation loans at a national bank—Laredo National Bank, a medium-sized bank in 
Texas—before the mortgage meltdown began. Dugan used the occasion to give a tough-
sounding speech to the Consumer Federation of America. After it issued the Laredo
order in late 2005, the OCC did not publicly restrict low-doc or no-doc loans again until 
late 2007 and early 2008, when it entered consent orders prohibiting two more small 
banks—Ocala National Bank and First National Bank of Goodland, Kansas—from 
making no-income verifi cation loans. By then, reckless no-doc loans were fomenting a 
fi nancial crisis. As these examples show, the OCC’s preferred enforcement method was 
to rattle the saber every couple of years by making an example of a local or regional bank 
while ignoring questionable lending by big national banks. 

The OCC’s laid-back stance towards enforcement was criticized by the Treasury 
Department’s Inspector General in November 2008. In a report, the Inspector Gen-
eral evaluated the OCC’s supervision of ANB Financial, N.A., a small national bank 
in Arkansas that failed on May 9, 2008 due to lax lending and too many brokered 
deposits. According to the Inspector General, OCC examiners “identifi ed most of 
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ANB’s problems in 2005” and even placed it on an OCC watch list. In 2006, OCC 
examiners found that ANB had not yet fi xed these problems and its asset quality 
had deteriorated. Nevertheless, the OCC continued to sit on its hands. Although 
ANB’s condition steadily worsened, the OCC delayed taking formal enforcement 
action against the bank until June 25, 2007. The Inspector General came down on the 
agency for dragging its feet, saying: “If OCC had acted more aggressively and sooner, 
ANB might have acted earlier or differently to address its problems.” By the time the 
OCC sprung into action, the Inspector General concluded, “there was little that could 
be done to rehabilitate the bank.”23

In response to the Inspector General’s report, Comptroller Dugan conceded that 
“there were shortcomings in our execution of our supervisory process.” Top offi cials at 
the OCC then convened a conference call with almost 1500 OCC examiners telling 
them to take formal enforcement action “while problems are still manageable.” Never-
theless, in early 2009, another national bank failed – National Bank of Commerce in 
Berkeley, Illinois – with no prior public OCC enforcement action.24

What explained the OCC’s reluctance to crack down on risky lending? One reason 
was the OCC’s push to increase the short-term profi tability of national banks. By 
2002, fee income made up almost half the operating income of many commercial 
banks. To protect banks’ fees, former comptroller John Hawke opposed state anti-
predatory lending laws, complaining that the laws ”hurt” the “legitimate business”25 of 
banks. Julie Williams later acknowledged that “over the years the OCC . . . encouraged 
national banks to look to fee income as a way to diversify their income stream.”26 On 
the cost side of the profi t equation, Hawke and Williams criticized consumer protec-
tions for saddling banks and regulators with burdensome expenses.27

The OCC, like the banks, also fell under the spell of securitization. The OCC 
prized securitization as a way for banks to offl oad the risk of exotic loans. In 2005, 
Dugan told OCC examiners: “Find out if your bank is originating these non-tradi-
tional mortgages, and, if so, whether they intend to hold them in their portfolios.”28

The message was that examiners could lower their guard so long as national banks 
securitized bad loans.

The OCC also believed in a “light touch” approach to risk management that 
stressed voluntary compliance over government intervention in credit markets. The 
OCC allowed banks to use their own judgment about hazardous loans so long as the 
benefi ts from good loans outweighed the risks from bad ones. Even when risky lend-
ing became too blatant to ignore, Dugan and Williams continued to oppose product 
controls and instead called for stronger “capital, liquidity, and risk management.”29

Free market ideology also played a role. Regardless of party affi liation, comptrol-
lers revered fi nancial innovation and unfettered consumer choice as articles of faith, 
to be defended from encroaching consumer regulation. In September 2007, after the 
credit crisis was in full swing, Dugan remained categorically opposed to restrictions 
on fi nancial innovations:30

I, for one, would be quite reluctant to outlaw any particular product normally 
speaking . . . there are many different kinds of innovations that have led to posi-
tive things and sorting out which ones are the most positive and somewhat less 
positive is generally not something that the Federal Government is good at doing.
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Response to the Brewing Crisis
Dugan was not blind to the risks of lax loans. As early as 2005, he predicted the com-
ing crisis: “If real estate prices decline—and there already is evidence of softening in 
some markets—[pay-option ARM] borrowers could face the bleak prospect of loan 
balances that exceed the value of the underlying properties.”31 Nevertheless, Dugan let 
the year pass with no new restrictions on credit. In October 2006, Dugan remarked 
that “competition among lenders appear[ed] to be intensifying, and, with some excep-
tions, that competition . . . extended to weaker underwriting standards.” “Frankly,” he 
told the American Bankers Association, “that concerns me.” He still resisted clamping 
down on loan products or issuing a guidance on subprime loans. Instead, he called on 
banks to increase their loan loss reserves.32 That was like telling someone playing with 
matches to keep a water bucket nearby. 

In early 2007, the mortgage market became unglued. Only then did Dugan and his 
fellow federal banking regulators propose a subprime guidance with limits on low-doc 
and no-doc loans. The long delay in issuing the subprime guidance prompted Con-
gressman Sherman, in a hearing before the House Financial Services Committee, to 
ask Dugan:

After the hurricane hit, you decided to issue something saying they should be 
built to standard. You could have prohibited this practice 10 years ago. It was 
going on 10 years ago. Why did you not?

Dugan had no good answer.33

It was not until May 23, 2007, that Dugan gave his fi rst major speech condemning 
stated income loans.34 By October 2007, Dugan was fi nally calling for a federal statute 
requiring verifi cation of the ability to repay on mortgage loans.35 By then, however, 
the big national banks were staggering under the weight of billions of dollars in rash 
low-doc and no-doc home mortgages.

The history of OCC inaction is a tale of tunnel vision. In its rush to expand turf 
and boost the short-term profi ts of its client banks, the OCC undercut the ability of 
states to enforce their laws against abusive subprime loans. The OCC had the hubris 
to believe that it could “manage” the risk of imprudent loans by national banks in 
lieu of bans on reckless loan terms. The agency shrank from cracking down on loan 
underwriting, apart from advisory guidances and a solitary, vague rule that big national 
banks chose to ignore. In the meantime, the OCC encouraged national banks to secu-
ritize their noxious loans, which resulted in dumping the risk of those loans onto 
the fi nancial system at large. Even so, enough bad loans and toxic mortgage bonds 
remained on national banks’ books to bring some of the nation’s largest banks to their 
knees. The behemoths were too big to fail, forcing U.S. taxpayers to foot the bill.

OFFICE OF THRIFT SUPERVISION

The Offi ce of Thrift Supervision was smaller than the OCC, but like its sister 
agency, OTS offered ironclad federal preemption to the federally chartered entities it 
regulated. Federal savings associations enjoyed certain unique advantages not shared 
by banks, including unlimited nationwide branching and consolidated regulation.36

Thrifts labored, however, under a requirement that they invest at least 65 percent of 
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their assets in consumer and small business loans such as home mortgages, education 
loans, loans to entrepreneurs, and credit card loans—or face stiffer regulation.37

The purpose of this requirement—known as the “qualifi ed thrift lender” or QTL 
rule—was to channel thrift investments into home mortgages and other types of 
household loans. As a result, residential mortgages made up a much bigger portion of 
thrift portfolios, compared to banks. At the end of 2002, residential mortgages com-
prised 67.5 percent of thrift assets but only 27.3 percent of the assets at commercial 
banks. This made thrifts less diversifi ed than banks and more exposed to the fortunes 
of the home mortgage market.38

This drawback to the thrift charter dampened the thrift industry’s growth and 
made the thrift charter an obvious target for elimination. There were periodic calls 
to scrap the thrift charter and merge OTS with the OCC. Slow growth in the thrift 
industry also posed a budgetary challenge for OTS, because the agency received most 
of its operating budget from assessments on thrifts.39

By the late 1990s, with fee revenue down, OTS was in the red. James Gilleran took 
over the agency from Ellen Seidman in 2001 and was determined to balance the OTS 
budget. Around the same time, Charter One Bank FSB decided to give up its thrift 
charter and become a national bank—a move that cost OTS $4 million in fees and 
increased the pressure on Gilleran. 

Gilleran, who came to be known as “Gut ’Em Gilleran,” laid off sixty-nine OTS 
examiners, including 17.5 percent of its specialized consumer compliance examiners. 
He also scrapped separate examinations for consumer compliance, announcing that 
he expected thrifts to conduct compliance “self-evaluations” in advance of their safety 
and soundness examinations. When Congressman John LaFalce heard about Gille-
ran’s actions, he dashed off an angry response. LaFalce accused Gilleran of “a com-
plete abrogation of the mandate your agency has been given by Congress.” LaFalce 
remarked, “The shortsighted reduction of examiners reminds me of the unfortunate 
safety-and-soundness experience of the 1980s.”40

Gilleran also had a plan to boost OTS’s fee income by increasing the revenue at 
thrifts. Changing business conditions made his task diffi cult. By 2004, rising interest 
rates were discouraging people from refi nancing mortgages and many people could 
not qualify for fi xed mortgages because of high monthly payments and rising home 
prices.41 The solution was for OTS to permit thrifts to expand their ARM offerings 
to include some of the new products that reduced the qualifi cation hurdles for borrow-
ers. The thrift industry was already a major player in conventional ARMs, accounting 
for more than 45 percent of all ARMs in 2002, so introducing new ARM products 
did not seem like a stretch.42 By providing a safe haven to thrifts to originate risky 
interest-only ARMs and pay-option ARMs, OTS could charge more fees and shore 
up its balance sheet. 

At the same time, Gilleran carried the deregulation banner wherever he went. 
He was even more passionate about deregulation than his OCC counterparts. For 
instance, Gilleran stated that his goal as director of OTS was “to allow thrifts to 
operate with a wide breadth of freedom from regulatory intrusion.”43 At a press con-
ference in summer 2003 to announce relief from regulatory red tape, other federal 
banking regulators arrived carrying garden shears; Gilleran showed up wielding a 
chainsaw.
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In the fall of 2005, John Reich was appointed Gilleran’s successor. John Reich was 
less colorful than Gilleran, but just as ardent about deregulation. A career community 
banker, Reich waxed eloquent about regulatory relief, calling it “his favorite topic” 
and something “near and dear to my heart.”44 As the head of a federal task force on 
regulatory relief, Reich boasted that he “raise[d] the issue of regulatory burden with 
almost every new regulation, process, or procedure.” Throughout his tenure, Reich 
argued strenuously that “accumulated regulatory burden” was “suffocating the banking 
industry.”45 At one point, he downplayed the need for regulation by dismissing con-
cerns about an overheated housing market, saying in March 2006: “Much of the hype 
about a housing bubble has subsided.”46

As soon as he was appointed to OTS, Reich started traveling around the country 
touting interest-only ARMs and pay-option ARMs. In his speeches, Reich defended 
both types of products, asserting that “some thrifts have offered—and successfully 
managed—ARMs with negative amortization features for twenty years.” As further 
support, he called the West Coast experience with these products “favorable.”47

While being a cheerleader for pay-option ARMs, Reich was working behind the 
scenes to water down the interagency guidance on nontraditional mortgages that the 
OCC’s Dugan had proposed. When the fi nal guidance came out in September 2006, 
Reich refused to defend it. He even described the guidance as “extremely controver-
sial” and not something that OTS “would have issued on [its] own.”48

With Reich’s patronage, thrifts became major players in subprime lending and cap-
tured much of the pay-option ARM and other Alt-A markets. Four of the top fi ve 
originators of pay-option ARMs were thrift companies. The results were disastrous. 
Of the seven biggest depository institution failures in 2007 and 2008, fi ve of them 
were thrifts supervised by OTS. Other big thrifts over that period were forced to 
merge to avoid failing. All told, in 2007 and 2008, thrifts with assets totaling $355 
billion failed under OTS supervision. Most of them succumbed to pay-option ARMs 
or other types of hazardous home loans.

IndyMac Bank
During the subprime crisis, the fi rst major depository institution to fail was IndyMac 
Bank, FSB. IndyMac was the largest thrift in Southern California at the time and the 
tenth-biggest U.S. mortgage lender in 2007. It specialized in low-doc and no-doc 
loans, subprime loans, and jumbo mortgages. In 2006, the thrift’s parent company, 
IndyMac Bancorp, became the nation’s top Alt-A originator, surpassing even Coun-
trywide, and it stayed in fi rst place through the fi rst half of 2007. OTS regulated both 
IndyMac Bancorp and IndyMac Bank.

In 2006 and 2007, IndyMac was busy digging its grave, with over half of Indy-
Mac Bank’s home purchase loans composed of higher-cost subprime loans. Statistics 
from an IndyMac subprime securitization from early 2007—known as the INABS 
2007-A—reveal how poorly those loans performed. Half of the subprime loans in 
INABS 2007-A were low-doc loans. By December 2007—less than a year after the 
offering—a shocking 32 percent of the loans in INABS 2007-A were delinquent, in 
bankruptcy, or in or through foreclosure. 

Eventually IndyMac’s business model fell apart. By late 2007, after investors fl ed 
mortgage-backed securities, IndyMac was stuck with $11 billion in loans that it could 
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not sell. Soon defaults on those loans soared. Still, when OTS examined IndyMac 
Bank in January 2008, the agency deemed it well capitalized and gave it a decent exam 
rating of 2 on a scale of 5, with a 1 being the highest. 

But IndyMac’s condition quickly plummeted. By June 30, 2008, IndyMac’s total 
risk-based capital had slipped to a dangerously low 4.55 percent. Of IndyMac’s loans, 
10.47 percent, including 27.17 percent of its homebuilding loans, were noncurrent. As 
IndyMac’s fi nancial woes became known, customers instigated a $1.3 billion run on 
deposits. Not long after, on July 11, 2008, OTS was forced to close IndyMac Bank. 

To regulators’ consternation, even after IndyMac closed, FDIC insurance did not 
quell the public’s panic. Instantly, IndyMac became the symbol of lost public confi -
dence in FDIC insurance. Photos of panic-stricken depositors circulated on the Inter-
net, sparking heightened withdrawals at other banks and a massive sell-off of bank 
stocks. Eventually, IndyMac’s demise wiped out between $8.5 billion and $9.4 billion 
of the deposit insurance fund—almost 20 percent—and left the deposit insurance 
fund just one major bank failure away from insolvency. 

At the time, IndyMac was the second largest bank failure in U.S. history and a 
huge blot on OTS’s enforcement record. OTS had waited until June 20, 2008, to 
execute a voluntary enforcement agreement with IndyMac and did not impose formal 
enforcement orders against the company until July 1 and 3, just days before IndyMac 
failed. When the thrift collapsed on July 11, OTS lamely explained that it had been 
“fi nalizing a new set of enforcement actions” that were not yet in place.49 Later, the 
Treasury Department’s inspector general issued a damning indictment of OTS’s 
multiple failures in overseeing IndyMac.50

But the story got worse. The Treasury Department accused a senior OTS offi cial 
of outright misconduct in his handling of IndyMac. During a routine investigation in 
December 2008, the inspector general of the Treasury Department determined that 
Darrel Dochow, the director of the West Region of OTS, had helped manipulate Indy-
Mac’s capital status. This was the same Dochow who had been promoted to regional 
director of the West Region after he convinced Countrywide Bank to become a thrift.

According to the inspector general, Dochow participated in a conference call with 
Michael Perry, IndyMac’s chief executive offi cer, on May 9, 2008. In the phone call, 
the inspector general reported, Dochow had given permission to IndyMac’s parent 
company to infuse capital into IndyMac and to backdate $18 million of that capi-
tal contribution to March 31, 2008. Without the backdating, IndyMac would have 
dropped from well capitalized to adequately capitalized as of March 31. That, in turn, 
would have triggered statutory tripwires requiring IndyMac to get the FDIC’s permis-
sion to continue to accept brokered deposits, which by no means was assured. At the 
time, brokered deposits made up 36 percent of IndyMac’s deposits. Without these 
brokered deposits, IndyMac would have faced a severe liquidity crunch and probably 
would have closed. Although Reich demoted Dochow, he downplayed the incident “as 
a relatively small factor” in IndyMac’s failure.51

It is well known that delaying the close of an ailing depository institution com-
pounds the losses to the Deposit Insurance Fund.52 During the savings and loan crisis 
of the 1980s, OTS’s predecessor, the Federal Home Loan Bank Board, repeatedly 
delayed closing undercapitalized thrifts, a practice known as “forbearance.” OTS 
engaged in similar forbearance at IndyMac. OTS had strong formal enforcement 
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tools at hand to use against IndyMac, but it declined to use them until the bitter 
end. Instead, OTS wasted months dithering over a voluntary agreement. Similarly, 
the backdating incident was a blatant attempt by OTS to prolong IndyMac’s life by 
making it seem better capitalized than it was.

Unfortunately, it appears that the backdating was not an isolated event. During the 
IndyMac investigation, the inspector general “also discovered that OTS had allowed 
other thrifts to record capital contributions in an earlier period than received.”53 The 
discovery eventually precipitated the departure of Reich’s successor, acting OTS director 
Scott Polakoff.

Washington Mutual Bank
IndyMac was just a taste of things to come. Two months after IndyMac tanked, 
Washington Mutual Bank (WaMu) collapsed on September 25, 2008, making it the 
largest U.S. depository institution to ever fail. WaMu had the distinction of being the 
country’s largest savings and loan institution, boasting over $300 billion in assets. In a 
master stroke, the FDIC engineered an immediate sale of WaMu’s deposits, assets, 
and some of its other liabilities to JPMorgan Chase for $1.9 billion, avoiding any loss 
to the deposit insurance fund or uninsured depositors. In turn, with WaMu in tow, 
JPMorgan vaulted to the top to become the largest U.S. bank in terms of deposits. 

WaMu got into trouble partly because it had huge exposure to mortgages in Cal-
ifornia and Florida, where housing values had fallen the most. But there is more to 
the story. In 2004 and 2005, WaMu pushed heavily into subprime, low-doc, no-doc, 
and exotic mortgages because they paid more fees. WaMu made such large inroads into 
pay-option ARMs that on October 21, 2004, WaMu’s CEO, Kerry Killinger, bragged 
to investors that pay-option ARMs were a “fl agship product” for WaMu. By June 
30, 2007, WaMu ranked fourth in the nation in Alt-A loan originations and sixth in 
subprime loan originations. Every year from 2004 through 2006, pay-option ARMs, 
subprime loans, and dicey home equity loans made up more than half of WaMu’s total 
real estate loans.54 When the joint guidance came out in 2006 telling banks and thrifts 
to qualify pay-option ARM borrowers at the fully indexed rate, WaMu ignored it and 
kept qualifying applicants for pay-option ARMs at the low, introductory rate until 
mid-2007. 

At the same time that WaMu was expanding into questionable loan products, it 
was loosening its lending standards. A former senior mortgage underwriter at WaMu 
told the New York Times: “At WaMu it wasn’t about the quality of the loans; it was 
about the numbers. They didn’t care if we were giving loans to people that didn’t 
qualify. Instead, it was how many loans did you guys close and fund?”55

From the last quarter of 2007 through the fi rst two quarters of 2008, WaMu 
announced net losses of $6.6 billion due to rising defaults on mortgages. By June 30, 
2008, 27.2 percent of WaMu’s 2007 subprime mortgages were at least thirty days past 
due. Soon afterward, the FDIC started pressuring OTS to cut WaMu’s exam rating to 
troubled status. According to the Wall Street Journal, OTS actively resisted downgrad-
ing the bank. Finally, on September 8, 2008, a little more than two weeks before the 
bank’s failure, WaMu announced it had entered into a memorandum of understanding 
(MOU) with OTS to improve WaMu’s risk management and compliance systems. In 
the MOU, WaMu agreed to provide OTS with “an updated, multi-year business plan 
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and forecast for its earnings, asset quality, capital and business segment performance.” 
WaMu stressed, however, that the agreement “did not require the company to raise 
capital, increase liquidity or make changes to the products and services it provide[d] to 
customers,” giving the impression that the agreement was weak-kneed. 

By then, analysts were telling the Wall Street Journal that WaMu’s “fi nancial posi-
tion [was] among the worst of any major U.S. fi nancial institution.” On Thursday, 
September 11, Moody’s slashed the holding company’s credit rating to junk bond 
status and Standard & Poor’s followed suit within days. September 15, when Lehman 
Brothers fi led for bankruptcy, was the beginning of the end. WaMu’s depositors got 
spooked and yanked $16.7 billion out of their accounts. To halt the run, on September 
25, the FDIC was forced to put WaMu into receivership. At that point, fully one-sixth 
of the bank’s assets—$52.9 billion—was in disastrous pay-option ARMs and another 
$16.1 billion was in subprime mortgages.56

Where was OTS during WaMu’s downward spiral? WaMu was so enormous that 
OTS examiners were permanently on-site. Despite their presence, OTS never took 
formal enforcement action against WaMu for imprudent loans. OTS did institute for-
mal sanctions against WaMu in October 2007, when the thrift was staggering under 
the weight of bad loans, but only for violations of anti-money-laundering laws and 
fl ood insurance regulations, not for credit losses. OTS was so cozy with WaMu, in 
fact, that the company boasted to its investors on June 11, 2008, that it was not the 
target of regulatory actions and “not currently in such discussions with any regulatory 
agency,” including OTS.57

OTS had good reason to resist decisive action. WaMu was the nation’s biggest 
thrift and accounted for the largest slice of the OTS budget. In fact, in 2008, assess-
ments paid by WaMu supplied almost one-eighth—12 percent—of the agency’s oper-
ating funds.58 In a prophetic article in 2002, a banking consultant named Kenneth H. 
Thomas called WaMu “too big to regulate” because OTS could not afford to drive 
WaMu away and lose its fees. Thomas posed the question: “Does the OTS regulate 
Wamu, or does Wamu regulate the OTS?”59

Downey Savings & Loan
The third biggest depository institution to fail in 2008 was Downey Savings & Loan, 
a thrift in Newport Beach, California. Downey, along with Golden West, Country-
wide, WaMu, and IndyMac, was a top fi ve originator of pay-option ARMs and, like 
them, it got burned. For the fi rst nine months of 2008, Downey suffered $547.7 million 
in net losses, much of the loss coming on delinquent pay-option ARM loans. When 
Downey failed on November 21, 2008, pay-option ARMs made up half of its total 
assets. Other Downey losses came from soured subprime refi nance loans, which 
Downey had loaded up on in 2006 and 2007.60

Downey’s fi nancial problems had been known for some time. The thrift had 
reported losses for fi ve quarters straight, starting in the third quarter of 2007. By June 
30, 2008, more than 14 percent of Downey’s total assets were nonperforming, a sixfold 
increase in just twelve months. The following month, in July, Downey showed up on 
lists of ailing banks circulating on Wall Street. Soon after IndyMac was seized, the 
thrift experienced a run on deposits. On July 24, the board ousted Downey’s top brass, 
including its eighty-three-year-old founder.61



 

180 • PART III REGULATORY FAILURE

Once again, OTS delayed instigating enforcement against Downey for bad 
loans until it was too late. In August 2007, as private-label securitizations were dry-
ing up, OTS was fi ddling with a cease-and-desist order against Downey for anti-
money-laundering violations, not for bad loans. By September 30 that year, Downey’s 
nonperforming loans were 2.21 percent of total assets; by year-end 2007, they had 
mushroomed to a shocking 7.64 percent. Still, OTS did not wake up to Downey’s 
sorry state until July 2008. It took a bank run on Downey for OTS to fi nally lower the 
thrift’s exam rating and send it a confi dential troubled condition letter. Later, the Trea-
sury Department’s inspector general criticized OTS for lax oversight and for dragging 
its feet in instituting strong enforcement.62

Even then, OTS waited until September 5, 2008, before consummating a vol-
untary cease-and-desist order with the thrift. Although the order required Downey 
to present OTS with a capital restoration plan, the agency still classifi ed Downey as 
adequately capitalized. Downey pinned its hopes on a bailout from the Troubled Asset 
Relief Program, but the federal government turned it down. Downey’s death vigil 
began, and on November 14, the FDIC seized the thrift.63

Wachovia’s Acquisition of Golden West and World Savings
In the fall of 2008, Wachovia Corporation became the largest bank holding company to 
topple to date. Technically, Wachovia Bank did not “fail”—in the sense of being seized 
by the FDIC—but that was only because the FDIC brokered the bank’s sale to Wells 
Fargo through an unusual and controversial procedure known as “open bank assistance.” 

In October 2006, in an ill-timed move, Wachovia Corporation bought Golden 
West Financial Corporation (Golden West) and its two thrift subsidiaries. One of 
those thrifts was World Savings Bank, FSB, which at the time was the second largest 
entity regulated by OTS. OTS continued to oversee the thrift after it changed its 
name to Wachovia Mortgage, FSB, on December 31, 2007.64

Herb and Marion Sandler, who sold Golden West to Wachovia, had popularized 
pay-option ARMs on the West Coast. Golden West made the vast majority of 
its pay-option ARMs in the overheated California and Florida markets. Although 
Golden West insisted that it used stringent underwriting standards for pay-option 
ARMs, according to the Federal Reserve Board, Golden West “require[d] low- or 
no-documentation on ninety percent” of its loan applications.65

Wachovia Corporation shared Golden West’s enthusiasm for risky pay-option 
ARMS. As late as 2007, Wachovia’s chief executive offi cer, Ken Thompson, hailed 
pay-option ARMs as a “growth area” in a conference call to investors. It wasn’t until 
June 30, 2008, nearly two years after the 2006 nontraditional mortgage guidance 
warned about the risks of those products, that Wachovia Corporation fi nally shut 
down its pay-option ARM machine.66

By early 2008, Wachovia Corporation was bleeding ink for an assortment of 
reasons, including a telemarketing scam, money-laundering charges, sour subprime 
bonds, charges over the sale of auction rate securities, alleged municipal bond bid-
rigging, and bad construction loans. But Golden West was the straw that broke the 
camel’s back. Golden West’s $120 billion mortgage portfolio, which was mostly pay-
option ARMs, made up nearly one-sixth of Wachovia’s assets and explained almost 
the entire increase in Wachovia’s nonperforming consumer loans. 



 

CHAPTER 9 PUT TO THE TEST: OCC, OTS, AND FDIC OVERSIGHT • 181

Once again, OTS turned a blind eye. OTS failed to take any public enforcement 
action against any Wachovia entity to stop imprudent pay-option ARM loans. After 
the Wachovia acquisition, the only public enforcement action that OTS took was a 
$33,800 civil money penalty in late October 2007 for fl ood insurance violations, not 
unsafe loans—just like at WaMu that same month. By then, it was clear that the 
nation was in a mortgage crisis of catastrophic proportions. Yet OTS was fi xated on 
fl ood insurance. In all likelihood, OTS did not want to upset Wachovia Mortgage, 
FSB, because it contributed a large chunk to the agency’s operating budget and could 
easily have jumped to a national bank charter.67

It is no coincidence that so many thrift mishaps in 2008 involved institutions on 
the West Coast. Of course, housing values spiked in California and Nevada during the 
boom and fell the most when the market went bust. But that’s not the only reason for 
the concentration of failed thrifts out west. All of those thrifts were supervised by one 
man: Darrel Dochow, the director of the West Region of OTS. 

During the 1980s S&L crisis, Dochow had caught fl ak for delaying the closure of 
troubled thrifts. Back in 1989, Dochow had headed the Offi ce of Regulatory Activi-
ties at OTS’s predecessor, the Federal Home Loan Bank Board in Washington, D.C., 
where he oversaw the collapse of the notorious Lincoln Savings & Loan. According 
to the Los Angeles Times, Dochow had “balked at recommendations” that Lincoln be 
“shut down two years earlier.”68 For his role in Lincoln, the agency demoted Dochow, 
but he continued to be employed as an examiner at the newly formed OTS. Over the 
years, Dochow worked his way back up to the top post in the West Region. With 
Dochow at the helm, IndyMac, WaMu, Golden West, and Downey all failed. And 
once again, Dochow stood accused of delaying the closure of ailing thrifts. William 
Black, a former Federal Home Loan Bank Board lawyer who had blown the whistle 
on Dochow at FLHBB in the 1980s, marveled at the surreal turn of events: “It is 
astonishing that even [the Bush] administration would return him to power.”69

NetBank
In a remarkable show of consistency, OTS was as lenient with small thrifts as it was 
with the large ones.

One of the earliest thrift casualties in the subprime crisis was an Internet bank, 
NetBank, in Alpharetta, Georgia. NetBank was brought down by residential loans 
marred by lax underwriting, sloppy loan documentation, and weak internal controls. 
Among other things, NetBank expanded into subprime loans, low-doc and no-doc 
loans, interest-only ARMs, and pay-option ARMs. When the market for these loans 
began to soften, NetBank tried “to maintain high loan volumes at the expense of quality 
of loan originations.” 

OTS examiners fi rst noticed a decline in NetBank’s earnings in 2004. In 2005, 
agency examiners expressed concern to NetBank’s managers about its mounting buy-
backs of bad loans. By March 2006, OTS examiners had downgraded NetBank’s 
overall exam rating to a 3 after NetBank’s management failed to fi x problems noted 
in earlier exams. In early summer 2006, NetBank required a capital infusion from 
its parent in order to stay well capitalized. This prompted OTS to issue a negative 
exam report on NetBank in June and to advise the bank to fi nd a buyer as soon as pos-
sible. NetBank’s condition continued to unravel, however, and examiners cut its overall 
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rating to a 4 on November 2, 2006. Only then did the thrift consent to a written 
supervisory agreement, with OTS requiring it to raise capital and restore profi tability. 
The agreement was too late to do any good. The bank failed within the year.70

The Treasury Department’s inspector general performed an audit on NetBank that 
identifi ed three problems with OTS’s oversight.71 One was that OTS examiners were 
not suffi ciently aware of the risks from NetBank’s mortgage banking operations and 
lacked adequate training and guidance. This fi nding is highly troubling, given that 
Reich liked to brag that OTS had special expertise “in regulating and supervising 
entities that are primarily mortgage lenders.”72 Contrary to that boast, the inspector 
general found that OTS allowed NetBank to expand into mortgage products that its 
own examiners did not understand.

The inspector general fl agged another problem, which was that OTS examiners 
had viewed residential lending as a “low risk” activity. The examiners had also ignored 
the poor quality of the mortgage loans that NetBank sold to investors “because the 
loans were not going into NetBank’s portfolio.” They looked the other way even 
though NetBank sold the loans with recourse, meaning that NetBank had to buy back 
any loans that went into early default. Their blunder was not surprising, because the 
OTS Examination Handbook had no procedures for evaluating credit risk on loans 
that were sold.

Finally, the inspector general’s report criticized OTS for not “react[ing] in a 
timely and forceful manner to certain repeated indications of problems in NetBank 
operations.” In the IG’s view, “OTS should have used enforcement actions sooner 
to address” NetBank’s deteriorating business. According to the audit, as soon as 
OTS examiners realized that NetBank’s management had not addressed the thrift’s 
worsening condition, they should have initiated formal enforcement. Consequently, 
the inspector general recommended that OTS examiners should presume that for-
mal enforcement action is necessary whenever they lower a thrift’s overall exam 
rating to a 3.73 Furthermore, the report stated, examiners who issue a 3 should 
document the reasons whenever formal enforcement action is not taken. In a writ-
ten response, OTS concurred with the inspector general’s criticisms and agreed to 
adopt his recommendations.

All Talk, No Action
As the inspector general’s report on NetBank demonstrated, OTS even had an aver-
sion to voluntary enforcement agreements, let alone formal enforcement orders. While 
he was director of OTS, Reich publicly assured bankers that he preferred to work with 
them “in a collaborative partnership and not with the ‘gotcha’ mentality.”74 Consistent 
with that conciliatory approach, the most OTS required from NetBank, IndyMac, and 
WaMu were voluntary agreements that ultimately were of no value. 

OTS did not even begin negotiating with WaMu about an MOU until four 
months after it had downgraded the thrift, and then the talks dragged on for two 
more months.75 This was a pattern with OTS. When OTS discovered abusive loans 
at another thrift involved in subprime lending, AIG Financial Savings Bank, in May 
2006, it did not procure a voluntary supervisory agreement until June 2007.76

Reich was averse to enforcement, but he was not blind to the risks of subprime lending. 
In November 2005, he gave a speech portraying the risks of interest-only and pay-option 
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ARMs and advised thrifts to “manage” those risks “successfully.”77 In April 2006, he stated 
publicly that thrifts were caving into pressure from sellers to buy loan participations with-
out full documentation.78 By fall 2006, Reich was seeing an uptick in troubled assets and 
in fi rst payment and other early payment defaults. Despite these fl ags, all Reich had to say 
was that OTS was “proactively monitoring a number” of problem areas.79

OTS’s Response to the Crisis
Even in spring 2007, with the subprime market in fl ames, Reich was continuing his 
mantra that “the most important thing we can do in Washington [is] reducing regula-
tory burden on the industry.” He vowed “to pursue additional regulatory relief, to 
develop support for eliminating as many additional items of regulation as is possible.” 
As for the looming mortgage crisis, Reich promised “not to interfere where market 
solutions can be more effective and effi cient—and [to] impose less regulatory burdens 
that run counter to the effi cient allocation of credit in the housing markets.”80

Reich went so far as to call greater regulation “extremist behavior,” and he opposed 
even basic underwriting standards, telling a subcommittee of the House Financial 
Services Committee in March 2007:81

I am a little reluctant to see Congress become so prescriptive as to proscribe [sic]
underwriting standards for various types of loans. I feel the same way frankly 
about regulatory agencies becoming overly prescriptive. That takes away the 
creativity for bankers to do what they do best in devising solutions for particular 
borrowers.

The year 2007 was a watershed for Reich, as his natural instincts in favor of dereg-
ulation collided with public calls for greater regulation. Eventually he repositioned 
himself, calling for uniform federal underwriting standards for lenders and brokers. 
By the fall of 2007, after the private-label securitization market dried up and with 
NetBank approaching failure, Reich publicly admitted that some thrift institutions 
were experiencing liquidity problems and defaults on their mortgage portfolios. In 
a speech to the British Bankers’ Association in October 2007, Reich declared the 
“turmoil in the recent U.S. mortgage markets is the direct result of not enough regulatory 
oversight in places where it was needed the most”—although mostly he was referring 
to the mortgage broker industry.82 He also began to decry slipshod practices in the 
banking industry, declaring: “Bankers should never outsource their credit decisions to 
Wall Street or the investor community.”83 By October, he wailed: “What has become 
of Character, Collateral, Capacity, Capital and Conditions?”84

When news dribbled out about OTS’s bungled oversight of IndyMac, OTS went 
into a defensive crouch. The agency overhauled its Web site the month after IndyMac 
was seized, expunging most of Gilleran’s speeches and making it diffi cult to recon-
struct the history of OTS enforcement actions. In the meantime, Reich stopped post-
ing any of his new speeches on the Web site. On Election Day, it was clear that 2008 
would be an annus horribilis for Reich and for OTS. Conceding defeat, Reich made 
an extraordinary statement of remorse, telling a group of bankers that he regretted not 
having curtailed no- and low-doc loans.85

The OTS saga parallels that of the OCC, but unlike the OCC, the story of OTS 
is marked by desperation and corruption. Acutely aware of the calls for its extinction, 
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OTS attempted to grow out of its problems by allowing thrift institutions to domi-
nate the pay-option ARM market. The huge size of thrift companies like WaMu and 
Golden West and their importance to the OTS budget caused the agency to bend 
to their wishes. Meanwhile, the QTL rule made thrifts highly exposed to residential 
mortgages, placing them at heightened risk. 

The result was a climate of laxity unmatched by any other federal banking agency. 
OTS adopted no binding rules on sound loan underwriting. Its director even tried 
to undermine an interagency guidance in public. Unlike the OCC, which at least 
attempted to inspire industry compliance through speeches, OTS had little use for 
moral suasion. Likewise, it had little use for enforcement. OTS delayed lowering exam 
ratings over the FDIC’s objections, avoided even voluntary enforcement, and kept 
dying institutions on life support for as long as possible. Its examiners were green and 
its management corrupt. The irony is that OTS had been created to “clean up” the 
savings and loan disaster.

THE FEDERAL DEPOSIT INSURANCE CORPORATION

The FDIC, which regulates state-chartered banks that are not members of the Federal 
Reserve System, appears to have taken its oversight responsibilities more seriously 
than the OCC or OTS. This is not to say that the FDIC had a fl awless record. In 
2001, an FDIC conservatorship went astray originating bad subprime loans. Later, 
two FDIC-regulated banks became deeply immersed in subprime lending and those 
activities contributed to their demise. Nevertheless, the FDIC’s overall regulatory 
record during subprime’s heyday trumped that of the OCC and OTS. 

During the early years of the George W. Bush administration, under John Reich, 
who was then acting chairman, and his successor, Chairman Donald Powell, the 
FDIC became implicated in bad subprime loans while resolving the failed thrift 
Superior Bank, FSB. In 2001, OTS had closed down Superior. As conservator, the 
FDIC continued Superior’s subprime lending business, originating $550 million of 
subprime loans while running the shop until the beginning of 2002. The FDIC sold 
a large number of Superior’s loans to Beal Bank in Texas and Bank of America, about 
half of which the FDIC had originated after it took over Superior. When the FDIC 
sold the loans, it warranted that there had been no fraud or misrepresentations in the 
origination of the loans.86

In 2002, Beal sued the FDIC for breach of warranty, claiming that many of the 
loans that the FDIC sold the bank violated federal anti-predatory lending laws and 
others contained evidence of fraudulent appraisals and misrepresentations of borrow-
ers’ income. After Sheila Bair became chairman and six years after Beal fi led the law-
suit, the FDIC fi led a report documenting that the FDIC’s own expert had found that 
19 percent of the loans sold to Beal breached the warranties. Six months later, the 
FDIC settled Beal’s claim for $90 million.87

Later, during the housing bubble, two FDIC-regulated institutions became deeply 
involved in subprime lending. One was Fremont Investment & Loan, the fi fth-ranked 
subprime lender in 2006 with nearly $13 billion in total assets. By the end of 2006, 
there were signs that the bank’s residential loan portfolio was struggling. The per-
centage of nonperforming loans had more than tripled over the course of the year.88
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Because Fremont did not fail and therefore the inspector general was under no obli-
gation to audit the bank, it is diffi cult to know whether the FDIC took any action 
in response to these signs of trouble. What we do know is that in March 2007, Fre-
mont shut down its subprime unit in response to increased demands to repurchase 
nonperforming loans and pending sanctions by the FDIC.89 A few days later, the 
FDIC issued a cease-and-desist order prohibiting the bank from marketing unsafe 
subprime ARMs. The order banned Fremont from engaging in a range of hazardous 
loan practices, including making low-doc and piggyback loans, requiring large pre-
payment penalties, engaging in misleading marketing, and lending without regard to 
borrowers’ ability to repay.90

The FDIC was not the only one knocking at Fremont’s door. In June 2007, the 
Commonwealth of Massachusetts brought suit against the bank, alleging that it made 
loans that borrowers could not afford to repay in violation of the Commonwealth’s 
consumer protection laws.91 Fremont’s troubles continued. In 2008, the FDIC issued 
an order to recapitalize the bank. Unable to meet the FDIC’s demands, Fremont Gen-
eral, Fremont’s parent, sold most of the bank’s assets and liabilities to CapitalSource. 
The parent then fi led for bankruptcy.92 In the fi nal chapter, Fremont General settled 
Massachusetts’s consumer protection lawsuit for $10 million and an agreement that 
it would not foreclose on any loans in Massachusetts without approval from the state 
attorney general.93

The other heavily implicated FDIC-regulated bank was Houston’s Franklin Bank, 
S.S.B., which went down in 2008 after going too deep into high-risk subprime lend-
ing. Franklin’s failure was noteworthy in that the bank was founded by Lewis Ranieri, 
the Wall Street icon credited with developing mortgage-backed securities. Franklin 
Bank had concentrated in risky products, including interest-only, stated-income, 
pay-option, and high-loan-to-value loans. It made loans to borrowers with low credit 
scores containing multiple layers of risk. By July 2008, 82 percent of the residential 
loans in the bank’s portfolio were low-doc or no-doc loans. The Bank’s high-risk lend-
ing, coupled with weak risk management, prevented it from weathering the economic 
downturn in 2007. The following year, the state regulator closed Franklin.94

There was ample evidence of a downward slide in the quality of Franklin Bank’s 
loans. By 2003, the bank’s examiners reported that Franklin’s loans were concentrated 
in high-risk locations. They also noted that Franklin was making hybrid ARMs, interest-
only, subprime, and Alt-A loans. These risks began to materialize in the spring of 
2006, when the percentage of bank-held loans that were past due began creeping 
up. The situation worsened in 2007, when the percentage of nonperforming loans 
increased almost tenfold. Despite this evidence, the FDIC did not downgrade the 
bank’s examination rating until October 2007, when it gave the bank a rating of 3, 
down from 2, which the bank had had for the prior three years.95

In reviewing the FDIC’s supervision of Franklin, the agency’s inspector general 
criticized the FDIC for not checking for compliance with the 2006 guidance on non-
traditional mortgages during its examinations of Franklin. According to the IG, the 
FDIC failed to oversee Franklin’s high-risk lending effectively:

Had the FDIC encouraged Franklin to adequately identify, measure, moni-
tor and control its nontraditional and subprime loan portfolio, the level of loss 
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incurred by the bank due to the economic decline could have potentially been 
reduced. In addition, both bank management and examiners could have more 
effectively assessed and managed/supervised the risk associated with the bank’s 
nontraditional and subprime mortgage loan products.96

The IG also faulted the FDIC for not encouraging Franklin to engage in thorough 
due diligence review of the loans that the bank purchased. As a result of this laxity, 
neither Franklin nor the FDIC was aware that Franklin was buying fi rst-lien loans 
that had been coupled with piggyback loans held by other investors.97

Franklin and Fremont were both substantial subprime originators, and both bear 
some of the responsibility for the subprime crisis, along with their federal regulator, 
the FDIC. Those institutions, however, appeared to be isolated instances of involve-
ment by FDIC-supervised institutions in subprime. Other FDIC-regulated banks 
failed during the credit crisis, but generally those institutions capsized because of large 
portfolios of commercial real-estate loans or development loans, not subprime loans. 
Almost all of these failures took place after the housing and credit markets collapsed 
and the recession was under way. As businesses failed, commercial real estate rentals 
declined and sales of commercial real estate froze. Small community banks felt the 
squeeze on their balance sheets and, by 2009, bank closure rates mirrored the decline 
in the economy. Thus, these failures were, in part, extensions of the subprime virus.98

LESSONS LEARNED

In August 2008, the Wall Street Journal asked the four federal banking regulators for 
statistics on their memoranda of understanding with banks in 2008 to date. The 
OCC said it had instituted 9, the Federal Reserve 32, and the FDIC 118. OTS, 
however, stonewalled and “refused to disclose its data,” even when confronted with 
a Freedom of Information Act request.99 This metric of enforcement orders is one 
sign of the commitment—or lack thereof—the regulators had to checking abusive 
and risky lending. 

The OCC and OTS experience provides several vivid lessons, the fi rst being the 
danger of mixing federal preemption with charter competition. When regulators must 
compete to attract institutions and retain them, federal preemption becomes an invita-
tion to participate in a race to the bottom. The sorry enforcement record of both fed-
eral agencies serves as a reminder of the risk of concentrating enforcement power over 
a class of entities in one agency’s hands. This is even truer when the agency is prone to 
capture by the entities it regulates. Through federal preemption, the OCC and OTS 
denied the states and individual consumers the power to bring their own enforcement 
actions against national banks, federal thrifts, and their mortgage lending subsidiaries 
for abusive loans. Instead, the sole discretion to investigate and levy sanctions was held 
by the OCC and OTS. With no outside investigations to prod the two agencies into 
enforcement, discretion too often devolved into inaction.

The OCC and OTS also suffered from a silo mentality that blinded them to the 
larger risk of standing by idly. Their laissez-faire attitude to questionable loans, com-
bined with their fondness for securitization, pumped unnecessary risk out of banks 
and into the global fi nancial system. The OCC and OTS were also cavalier about their 
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duty to rein in moral hazard at institutions that were too big to fail or manage. If any 
national bank that was too big to fail became needlessly mired in bad mortgages, it was 
one bank too many. Likewise, OTS ignored the fact that the failure of a massive thrift 
could have potential domino effects, including public panic over the safety of deposits 
and a blow to the reputation of sister banks.

In the fi nal analysis, the OCC and OTS were in a state of denial about the grave 
nature of bank and thrift involvement in reckless lending and the equally grave nature 
of their own failure to supervise. Whatever the size of banks’ and thrifts’ involvement, 
it was big enough to require hundreds of billions of dollars in public bailouts to banks, 
undermine public trust in federal deposit insurance, and plunge the U.S. and world 
economies into recession. Had the OCC and OTS done their job, at least some of this 
could have been avoided. 
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a
Blind Spot: Greenspan’s Federal Reserve

During the housing boom, the OCC, OTS, and FDIC were not the only federal 
banking cops on the block. There was also the Federal Reserve Board. In fact, of 

the federal banking regulators, the Fed had the most power to regulate home mort-
gages. That is because Congress invested the Fed with the sole authority to police 
abuses across the entire mortgage market, including banks and thrifts, nonbank lend-
ers, and mortgage brokers. Alan Greenspan, the chairman of the Fed for almost twenty 
years, refused to exercise those powers. Only when Ben Bernanke assumed the chair-
manship did the Fed eventually adopt binding rules to crack down on reckless mort-
gages. Even then the Fed’s efforts were “too little, too late.” 

Of the top federal banking regulators during the subprime era, Greenspan had 
the longest tenure bar none. Greenspan took offi ce in 1987, before subprime loans 
ever took off, and he presided over the housing bubble until January 2006, when he 
retired. As the longest serving Fed chairman except for William McChesney Martin 
Jr., Greenspan put his distinct ideological imprint on the Fed. Nowhere was this more 
evident than in mortgage lending.

GREENSPAN’S AVERSION TO REGULATION

When one reads Greenspan’s pronouncements over the years, what stands out is his 
aversion to regulation. This hostility fi rst emerged in the 1950s, when Greenspan was 
a young economist coming of age during the backwash of New Deal regulation. Early 
on, he rejected Keynes’s premise that governments need to intervene to correct market 
failures. By the 1960s and 1970s, Greenspan was so disenchanted with New Deal 
regulation that he concluded that the U.S. economy had “lost its way.”1

Greenspan’s lifelong distrust of regulation was rooted in the writings of the phi-
losophers John Locke, Adam Smith, Joseph Schumpeter, and Ayn Rand. Greenspan 
was attracted to them for their thinking on “the shortest, straightest path to prosper-
ity.” Locke, for example, regarded private property as intrinsic to prosperity because 
it allowed individuals to reap the rewards from their labor in improving the land. 
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Based on Locke, Greenspan considered the core function of government to provide 
“a system of laws that protects individual rights, especially the right to own prop-
erty.” Conversely, he reasoned, other regulation should be shunned when possible 
because it “impinges on the exercise of a property right.” Unless property rights were 
secure, Greenspan argued, people would “not exert the effort to accumulate the capital 
necessary for economic growth.”2

Adam Smith and his invocation of the “invisible hand” likewise had a profound 
infl uence on Greenspan. Smith argued that wealth fl ourishes best when individuals 
can pursue their self-interest with minimal government interference. So long as the 
government exercises restraint, Smith held, each individual will be “led by an invisible
hand to promote an end which was no part of his intention. By pursuing his own 
interest, he frequently promotes that of society more effectually than when he really 
intends to promote it.”3 Greenspan took this as a prescription for government to “pro-
vide[] stability and freedom and otherwise stay[] out of the way.”4

Greenspan’s dedication to increased prosperity further attracted him to the idea of 
“creative destruction,” as expounded by the Harvard economist Joseph Schumpeter. 
Through creative destruction, Schumpeter contended, new technologies continually 
replace the old, improving productivity and thereby causing living standards to rise. As 
a corollary, Greenspan believed that regulation and union contracts slowed the growth 
of wealth by creating obstacles to creative destruction.5

Schumpeter was not the only contemporary who garnered Greenspan’s atten-
tion. As a young economist in New York in the early 1950s and 1960s, Greenspan 
was drawn into the inner circle of Ayn Rand. While he was attracted to Rand 
for championing laissez-faire capitalism, she shaped a further belief of his: that 
government regulation squelches private responsibility and initiative. Rand, who 
was born in 1905 in Russia and experienced the Russian Revolution fi rsthand, 
fl ed to the United States after the Soviets seized her father’s store. The experience 
left her deeply suspicious of state control in the daily lives of citizens. Rand had 
many reasons for her objections to state interference, but one was that state control 
undermined the free will that enabled individuals to choose the moral principles 
that guide their actions. In Rand’s worldview, government intervention was abhor-
rent not only because it crushed personal initiative, but also because it destroyed 
moral autonomy. 

Rand’s fi erce antiregulatory stance had a lasting effect on Greenspan. Indeed, in 
Greenspan’s words, Rand was such “a stabilizing force” in his life that he chose her 
to stand at his side at the White House when he took the oath of offi ce as Chairman 
of the Council of Economic Advisers. In keeping with Rand’s teachings, Greenspan 
made it a point to seize “opportunities to dismantle policies that contribute to unnec-
essary rigidity” while heading the council.6

Later, upon his appointment as chair of the Federal Reserve Board, Greenspan 
was acutely aware that his aversion to regulation was in tension with the Fed’s role as 
“a major bank regulator and the overseer of America’s payments system.” He claimed 
that having sworn to uphold the Constitution and federal laws, he would put aside his 
personal stance on regulation. “Since I was an outlier in my libertarian opposition to 
most regulation,” he later recalled, “I planned to be largely passive in such matters and 
allow other Federal Reserve governors to take the lead.”7
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Flexibility, which was a codeword for deregulation, was central to Greenspan’s mac-
roeconomic conception of the world. In his view, deregulation was “the Ford admin-
istration’s great unsung achievement,” which “set the stage for an enormous wave of 
creative destruction in the 1980s.”8 Flexibility also governed his approach to potential 
economic shocks. In this vein, Greenspan opposed regulation designed to prevent 
fi nancial crises and believed that fl exibly responding to such crises was the preferable 
approach. In his mind, fl exibility allowed for “a faster response to shocks and a cor-
respondingly greater ability to absorb their downside consequences and recover from 
their aftermath.”9

Greenspan’s antipathy  toward regulation was not just a matter of healthy skepti-
cism, but was taken to an extreme. This is evident in his stance on federal deposit 
insurance. In past crises, federal deposit insurance has successfully halted bank runs. 
At the same time, federal deposit insurance has a well-known downside, which is the 
phenomenon of moral hazard. Federal deposit insurance encourages banks to take 
unreasonable risks because they can keep the profi ts if they win and the federal gov-
ernment will absorb the losses if they fail. Many economists take the position that the 
government must regulate banks to counteract the moral hazard from deposit insur-
ance. Greenspan vehemently disagreed with this assertion. To him, bank regulation 
made moral hazard worse by discouraging personal integrity and lulling bankers and 
depositors into complacency about instituting precautions to ensure a bank’s safety.

To minimize the moral hazard arising from deposit insurance, Greenspan called 
instead for a radical shift in regulatory philosophy. Most important, Greenspan advocated 

FIGURE 10.1.
Greenspan testifi es on monetary policy report. (Mark Wilson/Getty Images News/
Getty Images).
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scrapping binding rules and prohibitions in favor of risk management tools that “attempt 
to stimulate . . . what markets alone might do.”His goal, in the process, was to give “market 
forces . . . free rein.”10

Greenspan’s Captivation with Private Risk Management
While he was chairman, one of Greenspan’s overriding objectives was to replace the 
old command-and-control model of bank regulation with oversight designed to bol-
ster private risk management by banks. Greenspan considered risk management tech-
niques “far better suited to policymaking” than rules. While Greenspan was the fi rst to 
admit that “reckless gambling rarely pays off in the end,” he trusted bankers to avoid 
excessive risk in the interest of self-preservation. If regulators could “gain greater con-
fi dence in a bank’s operating procedures and in its own evaluation of risk,” he main-
tained, “we should be able to reduce our oversight role.” Consequently, Greenspan 
made it his mission to minimize government oversight by outsourcing risk manage-
ment to banks.11

Greenspan was the fi rst to acknowledge that risk management models suffer from 
a variety of possible fl aws, including rear-view vision, false assumptions, and “frag-
mentary evidence.”12 He was no stranger to lax lending, having witnessed the 1980s 
savings and loan debacle. Nevertheless, he was sanguine that the errors of the 1980s 
would not be repeated. In his judgment, recent advances in risk management laid wor-
ries about a replay of the savings and loan crisis to rest. This was largely because banks’ 
ability to quantify risk meant risk managers had better data. Armed with that data, 
Greenspan predicted, risk managers would gain new power over marketing depart-
ments and loan offi cers to nix reckless loans. He went so far as to call private risk man-
agement a “revolution” with “real potential” for reducing lending booms and busts.13

Citigroup later revealed the folly of Greenspan’s views, when company representatives 
allegedly told the SEC that the bank had not taken into account the possibility that 
subprime mortgages would default when conducting risk analyses.14

Greenspan embraced private risk management in many arenas. For instance, he 
spearheaded a successful campaign to allow the largest U.S. banks to calculate their 
minimum capital using their own internal risk models. Similarly, Greenspan was 
captivated by fi nancial innovations to spread and hedge risk. He heaped praise on 
mortgage-backed securities, collateralized debt obligations, and credit default swaps 
for allowing “the largest and most sophisticated banks . . . to divest themselves of 
much credit risk by passing it on to institutions” such as insurance companies, pension 
funds, and hedge funds. “As a result,” he argued, “not only have individual fi nancial 
institutions become less vulnerable to shocks from underlying risk factors, but also the 
fi nancial system as a whole has become more resilient.”15

Greenspan’s Naïveté
Greenspan’s fascination with risk management also made him an advocate for sub-
prime loans. Over the years, Greenspan became a cheerleader for more consumer 
credit and more subprime loans in particular. To him, subprime lending was a techno-
logical marvel, one where credit-scoring models permitted lenders to “effi ciently judge 
the risk” of loan applicants with blemished credit. Because he had faith in those mod-
els, he was willing to allow banks to expand credit to weaker borrowers, so long as they 
“knowingly [chose] their risk profi les and price[d] that risk accordingly.”16
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Greenspan’s stress on the importance of property ownership to a strong democracy 
also explained his enthusiasm for subprime loans. The “expansion of ownership,” he 
believed, “gave more people a stake in the future of our country and boded well for the 
cohesion of the nation.”17 He praised subprime loans for producing record homeown-
ership rates, especially for lower income families, Hispanics, and blacks.

Greenspan was likewise upbeat about people’s ability to manage high debt. In 2004, 
he acknowledged that household debt was at a “record high,” but dismissed it as a concern. 
He knew that bankruptcy rates were on the rise and that some subprime borrowers were 
“highly leveraged.” On balance, however, rising family debt burdens did not bother 
Greenspan because “ever-wealthier households” had an “increased capacity . . . to 
service debt.” In fact, he viewed higher household debt as an affi rmative good, saying: 
“Rising debt goes hand in hand with progress.”18

During the credit boom, Greenspan was well aware of the run-up in housing 
prices, but discounted concerns about a housing price bubble throughout his chair-
manship. Why did Greenspan miss the bubble? He simply did not believe that hous-
ing prices could decline across the nation. According to his research, there was “no 
national housing market in the United States” because “nominal house prices in the 
aggregate ha[d] rarely fallen and certainly not by very much.” High levels of home 
equity gave him even more reason for reassurance. “It would take a large, and histori-
cally most unusual, fall in home prices,” Greenspan opined, “to wipe out a signifi cant 
part of home equity.”19

In August 2005, as concerns about a housing bubble started surfacing in the press, 
Greenspan took to the hustings to tamp down those concerns. In a widely heralded 
speech, he announced there were “signs of froth” in some local housing markets “where 
home prices seem[ed] to have risen to unsustainable levels.” He assured audiences that 
“we were facing not a bubble but a froth—lots of small, local bubbles.”20

At the same time that Greenspan was trying to mute rumblings about a bubble, 
he conceded that the “apparent froth in housing markets may have spilled over into 
mortgage markets.” Greenspan acknowledged the “dramatic increase” in “more-exotic 
forms of adjustable-rate mortgages,” including interest-only ARMs and pay-option 
ARMs, and admitted that if home prices cooled, these loans could lead to “signifi cant 
losses.” But instead of restricting dicey loans, his response was to raise interest rates. 
The interest rate hikes failed to halt the bubble. 

Only later, after the fi nancial system imploded, did Greenspan have second 
thoughts about what happened under his tenure at the Fed. In testimony before the 
House Oversight Committee, he admitted that the “modern risk management para-
digm [that had] held sway for decades . . . collapsed.” He described himself as “in a 
state of shocked disbelief ” upon realizing, contrary to his faith in the self-protective 
instincts of banks, that lenders “did not have the incentive to evaluate the credit quality 
of what they were selling.” When committee chairman Henry Waxman asked Greens-
pan whether “your ideology pushed you to make decisions that you wish you had not 
made?” Greenspan replied:21

MR. GREENSPAN . . . [Y]es, I found a fl aw, I don’t know how signifi cant or 
permanent it is, but I have been very distressed by that fact.

CHAIRMAN WAXMAN You found a fl aw?
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MR. GREENSPAN I found a fl aw in the model that defi nes how the world works, 
so to speak.

CHAIRMAN WAXMAN In other words, you found that your view of the world, 
your ideology, was not right, it was not working.

MR. GREENSPAN Precisely. That’s precisely the reason I was shocked, because I 
had been going for 40 years or more with very considerable evidence that it was 
working exceptionally well.

THE FEDERAL RESERVE BOARD’S POWER 
TO REGULATE RECKLESS MORTGAGES

By 2005, Greenspan knew that making poor-quality loans was unsustainable if there 
was a housing bubble. In spite of this, he continued to resist meaningful mortgage 
regulation, rationalizing his inaction as a way of giving lenders economic fl exibility to 
absorb the shock of any drop in housing prices. There was a lot riding on his decision 
to stay his hand, because the Fed was the only federal agency with the statutory power 
to crack down on lax mortgages by originators of every stripe.

In 1994, Congress gave the Federal Reserve Board the power to curb unfair or 
deceptive loans for virtually every mortgage originator in the country. Under Greens-
pan, however, the board consistently refused to exercise that power. The board did not 
change course until July 2008, after Greenspan had retired and Ben Bernanke had 
replaced him. By then the fl oodgates were open. 

The story of mortgage regulation by the Fed starts in 1968, when Congress passed 
the Truth in Lending Act (TILA).22 TILA standardized the disclosures given to con-
sumers about the price of their home mortgages. In TILA, Congress gave the Federal 
Reserve Board the job of carrying out the act by designing disclosures and adopting 
rules for disclosures. The Fed did not want this responsibility and made that very 
clear to Congress. The Vice Chairman of the Board of Governors, J. L. Robertson, 
told a Congressional subcommittee that the Fed was not familiar with mortgage loan 
practices and did not have staff who were skilled at detecting TILA violations. Rob-
ertson further argued that having to enforce TILA would distract the Board from 
making monetary policy and he hoped that Congress would assign TILA regulation 
and enforcement “to an agency better suited to perform the function.”23

Originally, TILA was just a disclosure statute, and it remained just that for the fi rst 
quarter-century of its existence. In the early 1990s, however, the subprime market took 
off, and Congress got an earful about new types of abusive mortgages. Its response was 
to amend TILA in 1994 to prohibit abusive terms or practices in home mortgages. 
The amendments, known as the Home Ownership and Equity Protection Act of 1994 
(HOEPA),24 were Congress’s sole effort to address problems in the fl edgling subprime 
market. 

HOEPA applied to most home loan originators and had two parts. The fi rst part 
required the Fed to regulate certain “high-cost” residential mortgages. This was known 
as the high-cost loan provision of HOEPA because it only applied to home mortgages 
with exorbitant interest rates or fees. If a loan qualifi ed as high cost, HOEPA sub-
jected it to numerous restrictions, including limitations on prepayment penalties, bal-
loon clauses, and negative amortization.25
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A loan was high cost if it exceeded certain “triggers” for the interest rate or fees. 
HOEPA defi ned a loan as high cost if (1) the total points and fees exceeded 8 percent 
of the total loan amount or $400, whichever was greater; or (2) the fi rst mortgage 
had an annual percentage rate (APR) at least eight percentage points higher than the 
comparable Treasury bond. For second mortgages, the APR had to exceed the com-
parable Treasury bond by ten percentage points or more to qualify as high cost. Under 
this test, for example, a thirty-year fi rst-lien mortgage made on October 27, 2006, 
needed an APR of 12.8 percent or more to qualify as a high-cost loan. To give some 
idea of how expensive that was, the same month, APRs on thirty-year fi xed-rate prime 
mortgages were running just under 7 percent. 

HOEPA’s high-cost loan provision covered only a tiny fraction of loans because 
the triggers were so high that few subprime loans met them. Furthermore, the provi-
sion only applied to refi nance loans, not to loans to buy a home, reverse mortgages, or 
home equity lines of credit. For these reasons, lenders found it easy to get around the 
high-cost loan provision by charging interest rates and fees that were slightly below 
HOEPA’s triggers and by expanding into subprime home purchase loans.26

The second part of HOEPA required the Federal Reserve Board to prohibit two 
things: (1) unfair or deceptive mortgage practices; and (2) refi nance loans that involved 
abusive practices or were otherwise not in the interest of the borrower.27 This part of 
HOEPA was known as the “UDAP” provision because it prohibited unfair and decep-
tive practices. The UDAP provision was much broader than the high-cost loan provi-
sion of HOEPA. For one thing, it covered both purchase loans and refi nance loans. 
And, it prohibited unfair or deceptive practices regardless of interest rates or fees. 

There was only one catch with the UDAP provision: it was not self-executing. In 
other words, the Federal Reserve Board had to issue a rule or order to activate the 
UDAP provision. When HOEPA passed, Congress instructed the Fed to implement 
the UDAP provision, but Alan Greenspan was dead set against obeying that Congres-
sional mandate so long as he was chairman. This became apparent as early as 1998, 
when the Fed, in a joint report with the Department of Housing and Urban Develop-
ment, dissented from a HUD recommendation proposing a federal UDAP standard 
for home mortgages.28

There was one member of the Federal Reserve Board of Governors who supported a 
UDAP rule. Edward Gramlich, the chair of the board’s Committee on Consumer and 
Community Affairs, was an anomaly on the board. Appointed by President Clinton, 
Gramlich was a liberal Democrat who had studied the economics of poverty during 
his earlier academic career. At the Fed, Gramlich regularly gave speeches denouncing 
abusive loans and criticizing the disproportionate effect of subprime foreclosures on 
minority groups and neighborhoods.29

By 2000, predatory lending was dominating the headlines, putting pressure on the 
Fed to respond. Under the glare of the press, Gramlich successfully pushed Greenspan 
and the other Fed governors to amend the Fed’s rules to expand the reach of the high-
cost loan provisions of HOEPA in late 2001.30 The Fed spilled a lot of ink over the 2001 
amendment, but ultimately it had little if any effect. Even with the amendment, HOE-
PA’s triggers were still so high that they only covered 1 percent of all subprime loans.31

If the Fed was going to seriously address risky subprime loans, it would have 
to activate HOEPA’s UDAP provision. Starting in 2000, Gramlich attempted to 
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persuade Greenspan to implement the provision to address the entire subprime mar-
ket. Although Greenspan says he vowed to let “other Federal Reserve governors . . . 
take the lead” on regulatory matters,32 this time he put his foot down. Gramlich later 
reminisced that Greenspan “was opposed to it, so I didn’t really pursue it.”33

Instead, Greenspan insisted on less rigorous means of addressing subprime abuses, 
limited to speeches,34 consumer literacy, bank examinations, and guidances without 
binding effect.35 Subsequent events raised serious questions about the effi cacy of these 
methods. In any case, neither bank examinations nor guidances applied to independent 
nonbank mortgage lenders. Only a Fed UDAP rule would have had industry-wide effect.

In January 2006, Greenspan reached the end of his fourth term and retired from 
the Federal Reserve Board, succeeded by Ben Bernanke. Within months, starting in 
June 2006, the governors began acknowledging growing signs of distress, including the 
cooling of the housing market, a sharp deterioration in lending standards, an uptick in 
subprime delinquencies, and increased home speculation by investors. Still, the board 
clung to its standard approach of addressing loose underwriting through nonbinding 
guidances and moral jawboning.36

By January 2007, the surge in subprime delinquencies had become glaringly appar-
ent to the board. To their consternation, the governors saw the latest crop of subprime 
loans, made in 2005 and 2006, going into default at an accelerated rate. Investors were 
starting to fl ee the subprime securitization market. In March 2007, consistent with 
their preference for guidances over regulations, the Fed and fellow banking regulators 
proposed yet another guidance on subprime mortgages.37

By the spring, calls for stronger medicine became more insistent. In May, Bernanke 
started giving active consideration to exercising the Fed’s UDAP power and instructed 
his staff to hold hearings on possible new rules to ban unfair and deceptive mortgages. 
Still, Bernanke did not appear unduly troubled. He assured the public in June 2007 
that subprime woes were not a threat to the larger economy.38

The hearings and drafting process on the new UDAP rules dragged on for months, 
during which the crisis deepened. It was not for another year—until July 30, 2008—
that the board fi nally issued a binding rule under HOEPA’s UDAP provision banning 
specifi c types of risky loans.39 Even then, the rule was largely limited to higher priced 
mortgages. Most of the new rule was confi ned to fi rst mortgages costing at least 1.5 
percentage points above the prime rate for similar loans, or 3.5 percentage points 
above for second-lien loans. Although less pricey nontraditional loans had helped fuel 
the credit crisis, the rule left those loans—plus prime loans—mostly untouched.40 The 
new rule, while badly needed, was one more instance where the board delayed taking 
action and then proceeded too cautiously.

DISCLOSURE

For many decades, Truth in Lending Act disclosures were the main form of mortgage 
regulation at the Fed. If the government has to regulate, many economists—including 
economists at the Fed—prefer mandatory disclosures of loan terms to substantive reg-
ulation. They contend that disclosures allow parties to strike any agreement they want 
because disclosures make it possible for all the parties to know the risks and benefi ts.41

Or so the theory goes. 
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When subprime lending began in the 1990s, the Fed’s TILA rules were already 
showing their age. The last time the Fed had revamped the disclosure rules in any 
major way was in 1981. Back then, a lender offered a loan product at one price and the 
loan applicant either qualifi ed for that loan or did not. With the advent of subprime 
loans and risk-based pricing, lenders could offer loans with an array of interest rates 
and terms. Later, in the 2000s, the market underwent further changes as exotic ARMs 
took off, with their high potential for payment shock. 

The Fed’s truth-in-lending disclosures, which had worked fairly well for traditional 
prime loans, were not well designed to produce accurate, timely disclosures for loans 
with risk-based pricing. Similarly, the Fed’s rules did not require clear disclosures to 
borrowers who had hybrid ARMs, interest-only ARMs, and pay-option ARMs about 
how high their monthly payments could go. 

For refi nance loans, the Fed’s TILA rules allowed lenders to wait until closing to 
tell borrowers their highest possible monthly payment in dollar terms. Even then, the 
Fed allowed lenders to bury the amount in the payment schedule, which was some-
where in a big stack of documents presented to the borrower at closing.42 In the rush 
to sign those documents, many borrowers with exotic ARMs never noticed how high 
their payments could go. 

The Fed started focusing on the problem of inadequate TILA disclosures in the fall 
of 2005, but proceeded at a snail’s pace. The fi rst move was a guidance that exhorted 
lenders in vague terms to tell consumers the highest possible monthly payments on 
their loans. Next, the Fed held some hearings, which took place in the summer of 
2006. Eventually, in 2007 and the spring of 2008, the Fed and fellow regulators came 
out with a new consumer brochure plus some sample disclosures about the payment 
shock on exotic ARMs. True to form, however, the guidances and sample disclosures 
were couched as advice, not as binding rules. 

The Fed did not get around to adopting a binding rule on payment shock dis-
closures until July 30, 2008. All the rule did was move up delivery of the payment 
schedule closer to the date of application, before consumers paid most fees. The Fed 
refused to make the payment shock disclosures more visible, saying it needed more 
time for testing.43 By then, Congress was fed up with the Fed’s foot-dragging. In a 
sharp rebuke, Congress enacted a statute on the very same day that the Fed issued its 
rule, requiring lenders to disclose payment shock in a format that was easy to under-
stand and conspicuous.44

The Fed’s disclosure rules had other major fl aws.45 During the housing bubble, 
the Fed allowed subprime lenders to hawk rates that were reserved only for their best 
customers. Borrowers with poorer credit were reeled in by these advertisements, even 
though they did not qualify for the advertised rates. This problem was compounded 
by the fact that under the Fed’s rules, lenders usually did not have to provide fi rm 
price quotes to customers until closing, when it was too late for borrowers to shop for 
a better deal. As a result, lenders could attract consumers by advertising their lowest 
rates, collect a nonrefundable application fee, and then jack up the rate at the closing, 
usually without advance notice. The effect was to open the door to rampant bait-and-
switch schemes. 

The Fed had been aware of these problems for years. In fact, in 1998, the Fed and 
the Department of Housing and Urban Development had issued a report concluding 
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that TILA disclosures did not come early enough in the loan application process to 
permit informed comparison shopping. In that report, HUD recommended requiring 
mortgage originators to provide binding price quotes before taking loan applications. 
The Fed refused to endorse the proposal, however, and it never gained traction.46

As of this writing, the Fed still allows ads to tout a lender’s most competitive rates 
even when those rates aren’t available to most borrowers. Similarly, the board still does 
not require binding price quotes for closed-end home loans at the point of application. 
In its July 30, 2008, rule, the board refused to even institute a modest proposal by con-
sumer advocates to require lenders to correct inaccurate interest rate disclosures a few 
days before closing. The Fed refused to take this step even though it supposedly was 
concerned about “bait and switch tactics.”47 In a second rebuke to the Fed, Congress, 
in its bill requiring stronger disclosures, mandated that lenders provide borrowers with 
corrected disclosures at least three business days before the loan closing if there are any 
changes in the annual percentage rate.48

SUPERVISION OF LENDING INSTITUTIONS 
BY THE FED

The Fed’s tools were not limited to promulgating rules to curb reckless underwriting 
or improve disclosures. The Fed was also the overseer of bank holding companies and 
their subsidiaries (except for subsidiaries owned by an intermediate bank or thrift), 
which at times included several of the nation’s largest subprime lenders. The Fed also 
supervised state-chartered banks that were members of the Federal Reserve System, as 
well as their subsidiaries. For all of these entities, the Fed could have addressed prob-
lems with subprime loans through examinations and enforcement.

The 900 or so state-chartered member banks overseen by the Fed49 were gener-
ally small- to medium-sized community banks. As of year-end 2008, only three of 
the banks that the Fed supervised had failed during the credit crisis.50 All three were 
located in parts of the country with the steepest housing price declines, and they 
mostly got in trouble because of bad commercial real estate and construction loans, 
not home loans. With the onset of the recession, more Fed-supervised banks failed in 
2009, but subprime lending did not seem to play a major role in their failures. What-
ever the merits of the Fed’s examination and enforcement at those banks, it does not 
appear that the Fed’s supervision of state member banks precipitated the subprime 
crisis. 

Where the Fed fell down was in its supervision of bank holding companies and 
certain of their nonbank mortgage subsidiaries,51 including HSBC Finance (the num-
ber one subprime lender in 2006), Countrywide Financial Corporation (number three 
that year), and CitiFinancial (number eleven).52 Just before Governor Gramlich died 
of cancer in 2007, a colleague delivered a tell-all speech on his behalf to the assembled 
dignitaries of the Federal Reserve System in Jackson Hole, Wyoming, in which he 
revealed a bombshell. The Fed, according to Gramlich, had not regularly examined the 
nonbank mortgage lending subsidiaries under its supervision. Together, those lenders 
made 17.7 percent—almost one-fi fth—of higher-priced loans in 2007.53

One ostensible argument for the Fed’s inaction was that Congress in the Gramm-
Leach-Bliley Act of 1999 said that the Fed could not examine subsidiaries of bank 
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holding companies unless their activities could have a materially adverse effect on the 
safety and soundness of any of their sister bank or thrift affi liates.54 It doesn’t appear 
that this provision was what motivated the Fed’s refusal to examine subsidiaries. In 
fact, the evidence suggests that the Fed’s failure to conduct routine examinations of 
subsidiaries during the subprime boom was a matter of discretion, not a dictate of 
the law. In the summer of 2007, the Fed reversed course and initiated a pilot project 
to evaluate the underwriting practices of nonbank mortgage lenders owned by bank 
holding companies.55 Two years later, the Fed announced it was setting up a consumer 
compliance supervision program for all the subsidiaries under its purview.56 In neither 
instance did the Fed question its authority to examine subsidiary lenders.

HSBC Finance
In 2003, the British banking giant HSBC Holdings bought Household Finance Cor-
poration, a discredited subprime lender with major legal woes. Household had recently 
shelled out $484 million to state attorneys general to resolve predatory lending claims. 
After the acquisition, HSBC dubbed Household “HSBC Finance” to give it a new 
lease on life. By 2006, HSBC Finance was at the top of the subprime charts, with 
almost 8 percent of the market. 

HSBC Finance had two mortgage divisions: a wholesale channel, Mortgage Ser-
vices, and a retail channel, Consumer Lending. In 2008 and 2009, after a string of 
multi-billion-dollar losses from improvident home loans, HSBC closed both mortgage 
lending operations. Mortgage Services was the fi rst to go, felled by an aggressive prod-
uct line and poor quality control over its brokers and correspondents. Stated-income 
loans were a big reason for Mortgage Services’s demise. The division had stepped 
up stated loans in 2005 and 2006 and by the end of 2006, these loans made up a 

FIGURE 10.2.
Federal Reserve Board Governor Edward M. Gramlich. (Bloomberg/ Getty Images).
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fourth of Mortgage Services’s portfolio. At that point, HSBC Finance held $11.8 bil-
lion in stated-income loans on its books. Greedy for more, HSBC Finance originated 
another $7.9 billion in stated-income loans in 2007. HSBC fi nally put the kibosh on 
stated-income loans on New Year’s Eve 2007, long after their risks were known and 
almost six months after federal regulators came out against stated-income loans.

The Consumer Lending division had a somewhat better product mix and default 
record than Mortgage Services, but it, too, ran aground. HSBC Finance described the 
division’s business as “focused on subprime customers who rely on drawing cash against 
the equity in their homes to help meet their cash needs.” By 2008, this business model 
had failed. Seriously delinquent fi rst-lien mortgages by Consumer Lending rose 212 
percent in 2008, generating a $2.7 billion net loss for HSBC Finance that year. Two 
months later, in February 2009, HSBC Finance threw in the towel and closed down 
mortgage originations by Consumer Lending.57 Ultimately, Mike Geoghegan, the 
group chief executive of HSBC Holdings, issued a damning indictment of HSBC’s 
purchase of Household when he told investors in March 2009: “With the benefi t of 
hindsight the Group wishes that it hadn’t made [the] investment” in Household.

HSBC’s predicament was of its own making. Take, for example, a pool of loans that 
HSBC Finance securitized in May 2007.58 Fully 24 percent of the loans in the pool 
were made to borrowers who owed more on their homes than their homes were worth. 
On top of that, more than half of the borrowers in the loan pool had a track record of 
not paying their bills. Not surprisingly, by the end of January 2009, 14 percent of the 
loans in the pool (measured in dollars) had gone into default or been restructured. This 
pool had a high rate of default even though it consisted of supposedly safe, fi xed-rate, 
fully amortizing loans. 

Despite these problems, the Fed never took public enforcement action against 
HSBC Finance or its holding company for unsafe and unsound loans. In fact, one 
searches in vain through the Fed’s Web site for any evidence of mortgage oversight of 
HSBC Finance.59

Countrywide
Under the Fed’s eye, Countrywide grew into the nation’s number one mortgage lender 
and one of the top three lenders in subprime mortgages. The Fed obtained jurisdiction 
over Countrywide in 2001, when Countrywide applied for permission to become a 
bank holding company. From then until March 2007, the Fed supervised Country-
wide’s holding company and its main lending arm, Countrywide Home Loans. Coun-
trywide’s “book” included piggyback loans and exotic ARMs, too often with reduced 
documentation. Countrywide also adopted the practice of qualifying borrowers for 
subprime hybrid ARMs based on their loan’s initial interest rate, not the fully indexed 
rate. At the height of the subprime market, in 2005, Countrywide was originating 
more than $41 billion in home mortgages every month, including $3.7 billion in 
nonprime loans. 

Countrywide continued to slash its underwriting standards in 2005 and 2006 to 
hold on to market share. By 2006, Countrywide was one of the nation’s biggest origi-
nators of pay-option ARMs, the second-largest originator of interest-only loans, and 
the third-largest originator of low-doc and no-doc loans. Countrywide had a spe-
cial fondness for stated-income loans because it could process them in as little as 
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thirty minutes, allowing the company to churn out more loans and generate more fees. 
Countrywide continued making risky loans well into 2007, long after wiser lenders 
had exited the business. It did not stop making no-doc loans with less than 5 per-
cent down until February 23, 2007. It did not halt piggyback second mortgages until 
March 16 that year. It did not close its subprime operation until November 2007.60

While Countrywide was spewing out hundreds of billions of dollars in toxic loans, 
where was the Fed? For the most part, the Fed’s oversight of Countrywide was con-
fi dential and thus hidden from view. But we know three things. First, the Fed did 
not regularly examine the nonbank mortgage lenders under its authority, raising the 
question whether it ever examined Countrywide Home Loans. Second, the Fed never 
took formal enforcement action against Countrywide. Third, the Fed did not halt 
Countrywide’s disastrous lending, even though it had full authority to do so. 

The Fed’s inaction is of even more concern given that, in 2004, New York attor-
ney general Andrew Cuomo uncovered evidence that Countrywide charged blacks and 
Hispanics more than comparable whites for mortgages. Countrywide settled with New 
York in 2006. According to Cuomo, the discrimination arose from “racial and ethnic 
differences in the discretionary components of pricing.”61 Nevertheless, there is no evi-
dence that the Fed investigated Countrywide’s commission structure for its race effect 
or that it looked more generally into Countrywide’s loan terms and lending practices. 

Maybe the Fed was cowed because Countrywide lodged vehement protests against 
even mild attempts at regulation. Countrywide astutely hired a former senior attorney 
from the Fed, Mary Jane M. Seebach, to press the Fed to preserve the status quo. For 
instance, in late 2005 when federal regulators proposed the guidance recommend-
ing that lenders underwrite pay-option ARMs and interest-only ARMs to the fully 
indexed rate, Countrywide’s business model was threatened. Seebach wrote to the 
Fed on March 27, 2006, calling for outright “withdrawal of the Proposal,” defending 
Countrywide’s right to qualify borrowers for interest-only ARMs solely “based on the 
interest only payment.” If the Fed tightened that standard, Seebach complained, it 
“would signifi cantly reduce the number of borrowers that could qualify for this prod-
uct.” What she didn’t say was that the guidance would hurt Countrywide’s profi ts.62 In
the end, Countrywide lost the battle over the guidance on nontraditional mortgages, 
which came out in October 2006. 

The dispute over underwriting non-traditional loans put Countrywide on notice 
that more guidances could be on the way: if federal regulators wanted pay-option 
ARMs and interest-only ARMs underwritten to the fully indexed rate, subprime 
hybrid ARMs couldn’t be far behind. That, in turn, would put another big dent in 
Countrywide’s originations. As Seebach later admitted in a May 7, 2007, letter to 
OTS, in fourth quarter 2006, “almost 60% of [Countrywide] borrowers who obtained 
subprime hybrid ARMs would not have qualifi ed at the fully indexed rate.”63 Seebach 
conceded, moreover, that almost 25 percent of Countrywide’s subprime hybrid ARM 
borrowers that quarter did not qualify for any other product.64

It was impossible for Countrywide to avoid the guidances altogether, but it could 
reduce the risk of regulatory interference by going with the weakest regulator. That 
meant escaping supervision by the Fed and the Offi ce of the Comptroller of the 
Currency and applying to the Offi ce of Thrift Supervision to become a savings and 
loan holding company—a step Countrywide took less than two months after the fi nal 
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guidance on nontraditional mortgages came out.65 OTS was happy to oblige and 
approved Countrywide’s application in March 2007.

Countrywide’s freedom from Fed supervision proved short-lived. When Bank of 
America agreed to purchase Countrywide in January 2008, the Federal Reserve had to 
approve the deal. In order to win approval for the merger, Bank of America pledged 
to stop making subprime and pay-option ARM loans. It further promised to “offer[] 
customers loan products for which they qualify,” implying that Countrywide had not 
done that to date. By April 27, 2009, Bank of America had retired the Countrywide 
name, and the storied lender was history.

Citigroup and CitiFinancial
Citigroup and its subprime mortgage subsidiary, CitiFinancial, were regulated by the 
Fed as well. In late 2000, Citigroup bought the shady subprime lender, Associates 
First Capital Corporation, and renamed it CitiFinancial Credit Company. Thereafter, 
Citigroup did its subprime lending through CitiFinancial, which grew to become the 
eleventh largest subprime lender in 2006. 

CitiFinancial was constantly in the public eye because Citigroup engaged in fre-
quent acquisitions and had to regularly apply to the Fed for merger approvals. Every 
time Citigroup submitted a merger application, members of the public would fi le pro-
tests against subprime lending by CitiFinancial. The Federal Trade Commission was 
also on Citigroup’s back. In 2001, the FTC brought a deceptive and abusive acts and 
practices claim against Citigroup, CitiFinancial, and Associates. The case ultimately 
settled for $215 million in September 2002, but in the meantime, the suit put con-
siderable pressure on the Fed to ensure that Citigroup stamped out the culture of 
questionable lending and fraud by Associates.66

In September 2001, in an order approving Citigroup’s acquisition of European Amer-
ican Bank, the Fed announced that it was opening an examination into charges of preda-
tory lending and lending discrimination by CitiFinancial and CitiFinancial Mortgage.67

The Fed ordered Citigroup to make quarterly reports on litigation and compliance involv-
ing the company’s subprime lending.68 CitiFinancial offered to stop making subprime 
balloon loans and loans with negative amortization in order to pave the way for approval 
of future Citigroup acquisitions. CitiFinancial also agreed to clean up its credit insurance 
sales practices and refer customers with strong credit to Citigroup’s prime lender. 

The Fed’s examination dragged on for two-and-a-half years. Eventually, in May 
2004, the Fed announced that it was levying a $70 million civil money penalty against 
Citigroup for abusive subprime loans.69 In the consent order, the Federal Reserve 
Bank of New York stated that it found “violations and defi ciencies” by CitiFinancial, 
including lending discrimination, unsafe and unsound lending, and—disturbingly—
attempts to mislead examiners. Citigroup agreed to institute reforms and to make res-
titution to injured borrowers. Later, while under close Fed scrutiny in 2005, Citigroup 
made a corporate decision to refrain from making hybrid ARMs and interest-only 
subprime mortgages to customers with less than prime credit scores. The Fed termi-
nated the 2004 consent order in June 2006. 

After the Fed terminated the consent order, problems started to surface in Citi-
group’s mortgage-lending operations. In 2006, credit losses started to creep up and 
interest revenues dropped. Citigroup tried to compensate for these problems by 
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increasing its home loan originations. At fi rst, the strategy seemed to work, with Citi-
group boosting its mortgage originations 8 percent in 2006 compared to 2005. 

The problem was that Citigroup pumped up its loan volumes by resorting to a lit-
any of hazardous practices. The company increased loans to subprime borrowers with 
low down payments and piggyback second mortgages. It also expanded its low-doc 
and no-doc lending and increased home loans to investors. It further boosted vol-
umes by lending to people lower down the credit spectrum. In the process, Citigroup 
increased its mix of subprime loans from 10 percent of total fi rst mortgages in 2005 
(totaling $2.4 billion) to 19 percent in 2007 (totaling $6.7 billion). To ramp up sub-
prime loans, Citigroup relied heavily on bulk purchases of loans from correspondent 
lenders in 2006 and 2007. By all appearances, the Fed had relaxed its oversight of 
CitiFinancial. 

The consequences were disastrous. On November 4, 2007, Citigroup went public 
with the news that it was buried under $55 billion in radioactive subprime loans that 
were stuck in the securitization pipeline and toxic CDOs and other derivatives backed 
by subprime loans, all of which the bank acquired while the Federal Reserve was over-
seeing its operations. The news worsened in 2008. Almost all of CitiFinancial’s loans 
to subprime borrowers with low credit scores—below 620—were fi rst mortgages. By 
2008, 11.77 percent of those borrowers were at least ninety days past due, compared to 
an overall default rate of 5.71 among the subsidiary’s fi rst-lien borrowers. Among sub-
prime mortgages with loan-to-value ratios over 90 percent, 25.4 percent were ninety 
days past due or more. The default rates on Citigroup mortgages made in 2006 and 
2007 were twice as high as those made in 2004 and 2005, which was not surprising, 
given that Citigroup had slashed its lending standards in 2006 and 2007.

At the same time Citigroup was ramping up bad loans, the Fed allowed it to shave 
its loan loss reserves. In the run-up to the crisis in 2006, Citigroup had reduced its 
loan loss allowance for consumer loans from $8.3 billion in 2004 to $6.0 billion. Later, 
in 2007, after the housing market cratered, the company was forced to double its loan 
loss reserves for consumer loans to $12.3 billion. In 2008, Citigroup had to increase 
that loan loss reserve once again, to $22.3 billion. 

Citigroup’s story illuminates both the weaknesses and strengths in the Fed’s over-
sight of the nonbank mortgage originators under its aegis. The 2004 order against 
Citigroup and CitiFinancial showed that the Fed was capable of strong enforcement 
when it chose to use its powers. In contrast, after the Fed terminated the consent order, 
it simply watched silently as CitiFinancial pursued an ultimately ruinous strategy. In 
the process, the Fed put the entire fi nancial system at risk.

OTHER FED ENFORCEMENT ACTIONS AFFECTING 
MORTGAGE LENDING 

When we examined the Fed’s other public enforcement actions during the housing 
bubble, a clear pattern emerged. The Fed was strict when it came to mortgage lending 
by state member banks. It took at least twenty-two enforcement actions between 2003 
and 2007 aimed at weak home mortgage underwriting by small community banks. 
The Fed’s orders almost always included a requirement that borrowers’ repayment 
source and ability to repay be consistently documented in all future loans. 
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The opposite was true for the nonbank lending subsidiaries of bank holding com-
panies. Apart from the Citigroup case, the Fed did not enter a single public enforce-
ment order from 2003 through 2007 for lax home mortgage underwriting by a 
nonbank mortgage lender under its purview or its parent corporation.70 The Fed’s 
enforcement patterns suggest that where the law required the Fed to examine an entity 
regularly71—as it did for state member banks—the Fed detected hazardous lending 
practices and often instituted crackdowns. Conversely, where the law did not require 
the Fed to routinely examine an entity—as was true for nonbank mortgage subsidiar-
ies—the Fed ignored its responsibilities and, as a result, did not catch major problems. 
It is hardly surprising, then, that there was a dearth of Fed enforcement actions for the 
nonbank mortgage lenders on its watch.

THE FEDERAL GOVERNMENT’S COLLECTIVE BLAME

As the collapse of the fi nancial system unfolded in 2008, what had started as the sub-
prime crisis came to be known as the “banking crisis.” One major bank failure came to 
light that year after another, making painfully obvious that the largest commercial 
banking companies—all of which were supervised by federal banking regulators—
were deeply implicated in the origination and securitization of bad mortgage loans, 
whether through the banks themselves or their nonbank affi liates. 

Some federal banking regulators blamed the subprime fi asco on independent sub-
prime lenders that were regulated by states. The evidence contradicts these claims. 
For 2006—the last full year of the subprime boom—fully twelve of the fi fteen largest 
subprime lenders were regulated by federal banking regulators. Together, these twelve 
lenders controlled 50 percent of the subprime market. By the end of 2008, almost 
all of those lenders were operating under a death warrant or were out of business. 
The pervasive federal supervisory power over most of the top subprime originators 
makes clear that the federal government bears strong collective responsibility for the 
subprime crisis and the enormous fi nancial harm it infl icted on ordinary Americans. 

One reason for the regulatory failure was a “silo approach” that infected federal 
regulators and the statutes under which they operated. This silo approach was not just 
a matter of turf wars, but was the result of actual legislation. In the Gramm-Leach-
Bliley Act of 1999, Congress designated the Federal Reserve as the super-regulator 
for fi nancial holding companies72 because they posed heightened risks to the country’s 
fi nancial health. In so doing, however, Congress tied the Federal Reserve’s hands. For 
example, Congress told the Fed to rely on bank and thrift examination reports by other 
state and federal banking regulators to the fullest extent possible instead of having the 
Fed examine those banks and thrifts itself. As a result, the Fed could not directly 
obtain the information it needed to assess the risks that large fi rms were creating.73

The silo approach to regulation carried another risk. It allowed federal regulators 
to slough off moral responsibility for their contribution to the crisis. By confi ning 
federal regulators to different silos and keeping each regulator’s silo off limits to other 
regulators, Congress encouraged federal offi cials to shrug at their counterparts’ lapses. 
Early on, one could see intimations of this mentality in bank merger decisions, where 
the Fed downplayed public complaints about destructive subprime lending because 
the banks or thrifts in question were supervised by federal regulators other than the 
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Fed. Later, this lack of moral responsibility resurfaced in a much more vicious way, as 
the OCC and OTS labored desperately—but not persuasively—to shift blame to the 
states.

CONCLUSION

In 2002, Alan Greenspan prophesied the regulatory failure that would happen on his 
watch. During an asset boom, he said, federal regulators tend to relax their guard: 
“Ever less attention is paid to potential problems as the cautious voices appear curi-
ously quaint and have little quantitative support because all the recent news and facts 
are favorable.” “Even the supervisors and policymakers,” he continued, “tend to be 
caught up by the process.” He went on to say: “Their voices of caution are rarely raised 
because they, too, fi nd it diffi cult to make a case for restraint because the quantitative 
indicators do not support caution until too late in the lending expansion.”74

Years later, in September 2008, a senior Fed offi cial turned to one of us and said: 
“All of you were warning us about subprime loans, but we didn’t listen back then 
because everything seemed to be doing fi ne.” For once, Greenspan was right.

TABLE 10.1.
Top subprime lenders in 2006, by federal banking regulator.

RANK IN

2006
NAME OF LENDER FEDERAL

BANKING

REGULATOR

1 HSBC Finance FRB
2 New Century Financial Corp. *
3 Countrywide Financial Corp. FRB
4 WMC Mortgage Corp. OTS
5 Fremont Investment and Loan FDIC
6 Option One Mortgage Corp. OTS
7 Wells Fargo Home Mortgage OCC
8 First Franklin Financial OCC
9 Washington Mutual Bank OTS
10 Ameriquest Mortgage Corp. *
11 CitiFinancial FRB
12 GMAC-RFC OTS
13 Accredited Home Lenders *
14 BNC Mortgage Inc. OTS
15 Chase Home Finance OCC

* Independent lender not subject to federal banking regulation.
Sources: www.americanbanker.com; Padilla (2008).
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a
Wall Street Skirts Regulation

Without Wall Street fi nancing of subprime mortgages, there would have been no 
housing bubble and no contagion. The credit boom was a supply-side phe-

nomenon, driven by the clamoring of investors for high-yield mortgage-backed secu-
rities and CDOs peddled by Wall Street. Consequently, it is necessary to ask, who 
regulated the fi nance side of the equation and what did they do wrong? 

Just as deregulation fed risk in mortgage lending, it gave Wall Street fi rms carte 
blanche to manufacture dizzying levels of risk and to pump that risk into the global 
fi nancial system, until the entire system collapsed. The Securities and Exchange Com-
mission (SEC) and federal banking regulators allowed the nation’s largest banks to 
reduce their capital and reserves to dangerously low levels. Capitol Hill and federal 
regulators declined to regulate large swaths of the fi nancial system, including credit 
derivatives, hedge funds, private bond offerings, and credit-rating agencies. What 
resulted was a shadow fi nancial system trillions of dollars in size, with scant federal 
oversight. 

Congress laid the groundwork back in 1999 and 2000, when it deregulated over-
the-counter credit default swaps, which ultimately became pathways of contagion. 
The SEC for its part looked the other way while banks issued droves of subprime 
bonds and CDOs marred by shoddy due diligence, skimpy disclosures, and infl ated 
credit ratings. Then federal banking regulators sealed the fi nancial system’s fate by 
allowing commercial banks to load up on toxic mortgage-backed securities. Having 
magnifi ed fi nancial risk many times over, the federal government sat by while the 
country’s fi nancial institutions spun out of control.1

LEVERAGED TO THE HILT

The rampant speculation that characterized the housing boom occurred in part 
because the big fi nancial houses, including investment banks, commercial banks, and 
their holding companies, were overleveraged to an extreme. Punch-drunk on debt, 
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these giants had too little of their own money at stake to exercise caution. This over-
leveraging was expressly countenanced by the SEC and federal banking regulators.

To grasp why leverage matters, it is useful to think about leverage in both its narrow 
and its broad sense. Leverage, in its narrow sense, means the percentage of a compa-
ny’s operating money that comes from borrowed funds instead of cash contributed 
by shareholders. For example, if a bank’s balance sheet shows $9 million in borrowed 
funds and $1 million in shareholders’ equity, the bank has a leverage ratio of nine. 
In its broad sense, leverage refers to the fact that the more a company borrows, the 
more shareholders will make on their investment if the company’s business strategy 
pans out. 

It is easy to see this when buying and selling a home. Let’s say you bought a home 
for $200,000. Some years later, you sell it for $220,000. If you originally paid all cash 
for your home, your return on your investment—or your return on equity, in fi nance 
talk—is $20,000 divided by $200,000 or 10 percent. But let’s assume that you only 
put $20,000 down when you bought the house and took out a zero-percent, no-cost 
mortgage for the rest. Later, when you sell it, your return on equity is $20,000 divided 
by $20,000 or 100 percent. In this way, leverage works like a gear: by borrowing 90 
percent of the purchase price, you boosted your return tenfold. That, in short, is the 
power of leverage. 

Shareholders like leverage because it magnifi es their returns. At the same time, 
leverage has real dangers. It makes shareholders more prone to gamble on big risks, 
because they will capture all the profi ts if they win but have little at stake if they lose. 
Leverage also makes companies more dependent on debt for their survival, which 
can jeopardize those companies if creditors refuse to advance funds. Companies that 
depend on short-term debt are especially vulnerable if they suffer major losses; lenders 
can suddenly lose confi dence and deny the company more credit, putting the company 
in immediate peril of bankruptcy. 

Because of these concerns, fi nancial regulators have long regulated the capital levels 
of banks, brokerage houses, and insurance companies. These rules—known as maxi-
mum leverage or capital adequacy rules—are designed to ensure that fi nancial fi rms 
have an adequate safety cushion against losses. The rules are also meant to deter fi nan-
cial companies from taking excessive risks.

INVESTMENT BANKS AND THE SEC

The year 2008 spelled the demise of the free-standing Wall Street investment bank. 
The “Big Five” Wall Street houses had storied histories, having survived wars, panics, 
and the Great Depression. Morgan Stanley was the youngest of the pack, spun off from 
J.P. Morgan in 1935. Bear Stearns was founded in 1923 and Merrill Lynch in 1914. 
Goldman Sachs dated back even earlier, to 1869. Lehman Brothers, the most venerable 
of all, predated the Civil War, having been founded in 1850. Yet within six short months 
in 2008, Lehman Brothers failed, Bear Stearns and Merrill Lynch were taken over, and 
Goldman Sachs and Morgan Stanley became bank holding companies in a desperate 
bid for access to the Fed’s discount window. All fi ve banks suffered from excessive lever-
age, and when the piper sought to be paid, they simply did not have enough capital.
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Why did the Securities and Exchange Commission let the fi ve big solo Wall Street 
fi rms get away with so little skin in the game? One part of the answer traces its his-
tory to 2004, when the SEC adopted the “alternative net capital rule.” Until then, the 
SEC had imposed maximum leverage ratios on all brokerage houses, allowing broker-
dealers to borrow only $15 for every $1 in capital they held.2 Under the “alternative net 
capital rule,” the largest investment banks, with $5 billion in assets or more, became 
exempt from the maximum leverage ratio of fi fteen. Instead, the rule allowed the Big 
Five fi rms to set their own leverage ceilings, using their internal mathematical models. 
The Big Five were the only independent investment banks that qualifi ed for this loop-
hole. That comes as no surprise because they were the ones that lobbied for the rule.3

What ensued was a free-for-all, as the Big Five lobbed their leverage into the 
stratosphere. They took billions of dollars out of their capital reserves and invested 
those funds in mortgage-backed securities and CDOs. The week Bear Stearns sank, 
its leverage ratio hit 35, meaning that for every $1 in tangible equity capital, it had 
borrowed $35. Later that month, on March 31, Lehman Brothers’ ratio stood at 31.7. 
Meanwhile, in 2007, Morgan Stanley’s ratio had also hit 35, while Merrill Lynch and 
Goldman Sachs had topped out at 31.9 and 28. In contrast, the biggest global com-
mercial banks had leverage ratios of around 11.4

When the SEC agreed to the alternative net capital rule, the commission fooled 
itself into thinking it had gotten a quid pro quo. Under federal securities laws, Con-
gress only gave the SEC formal authority to regulate registered broker-dealers, not 
the holding companies of investment banks. Before 2002, that suited the Big Five 
perfectly fi ne. But in 2002, the European Union adopted its Financial Conglomerates 
Directive, which put the Big Five in a bind. Under the directive, the European Union 
threatened to impose heavy regulation on the European operations of the Big Five 
fi rms—including higher capital requirements—unless the SEC regulated the holding 
companies. The EU directive contained an “out,” however, for foreign companies sub-
ject to “equivalent” regulation by their home country regulator. In order to take advan-
tage of this exception, the Big Five brought a proposal to the SEC for consideration. 
What they proposed was this: Allow us to compute our own leverage caps company-
wide and we will submit our holding company and all other unregulated affi liates 
to voluntary SEC examination and supervision. The SEC hastily agreed. Thus, the 
Big Five swapped looser leverage requirements for “consolidated” SEC supervision to 
escape EU oversight of their European operations.5

Four years later, in 2008, the SEC disbanded its consolidated supervised entity 
(CSE) program after the agency’s inspector general issued a report in September of 
that year fi nding that the consolidated oversight “program failed to carry out its mis-
sion in its oversight of Bear Stearns.”6 The whole point of the CSE program had been 
to prevent fi nancial or operational weaknesses at the Big Five fi rms that could place 
“the broader fi nancial system at risk.” But after the Bear Stearns fi asco, it was “undis-
putable,” in the words of the SEC inspector general, that the CSE program had failed.7

The inspector general detailed a litany of holes in the CSE program’s oversight. The 
SEC had ignored warning signs at Bear Stearns even after two of its hedge funds failed 
in June 2007. Among them were red fl ags that Bear Stearns was increasing its hold-
ings of risky mortgage securities to “new highs,” sometimes exceeding the company’s 
own internal limits. The SEC stood back while Bear gorged itself on mortgage-backed 
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securities, even though its risk managers lacked expertise in mortgages. By spring 2007, 
turnover had left Bear Stearns’s risk management unit in “disarray,” giving its “trading 
desks more power over risk managers.” Similarly, the SEC knew that Bear Stearns was 
using “outdated models that were more than ten years old” to value mortgage deriva-
tives.8 Yet the agency did not force Bear to update its models. 

The SEC was also lackadaisical about Bear Stearns’s stress tests. Incredibly, 
through early 2007, Bear Stearns’s stress test models for mortgages did not take fall-
ing house prices, consumer credit scores, or patterns of default rates into account. The 
previous fall, Bear Stearns had briefed the SEC on rising subprime delinquencies and 
the extreme risks posed by its subprime residuals. Still, the agency did not force Bear 
Stearns to “add a meltdown of the subprime market to its risk scenarios.” Furthermore, 
the SEC assumed that Bear Stearns would have access to fi nancing in a fi nancial crisis. 
The SEC was wrong.9

The inspector general’s report revealed other irregularities in the SEC’s handling 
of the CSE program. In violation of its own procedures, the SEC had lifted its net 
capital rule for Bear Stearns and three other Big Five fi rms before its staff had com-
pleted a required inspection process. The agency also let the Big Five fi rms use their 
own, internal auditors to check their risk management control systems even though 
the SEC had a rule requiring independent, outside auditors to do that work. 

Part of the problem was that the SEC just didn’t have the staff to regularly examine the 
Big Five fi rms and their empires spanning the globe. Badly outgunned, the SEC assumed 
that the Big Five would keep their leverage in check. What was supposed to be a substi-
tute for vigilant EU oversight deteriorated into industry self-regulation.10 In a damning 
admission before the Senate Banking Committee in September 2008, formerSEC chair-
man Christopher Cox later conceded that “voluntary regulation doesn’t work.”11

The experience with the CSE program also refl ected the SEC’s hostility to regulation. 
In a speech in 2004, for example, SEC commissioner Paul S. Atkins criticized the fed-
eral government for what he called its “intrusive involvement in the markets during the 
Great Depression.” In Atkins’s view, “the danger” was “that politicians and regulators” 
would “go too far . . . by enacting regulations that supplant the market’s judgment.”12

Atkins continued his attack in a 2006 speech: “We must not allow the American econ-
omy to be encumbered by a web of excessive regulations that fail the cost/benefi t test.”13

Later on, the SEC attempted to obscure evidence of its lapses. As late as June 2010, 
the CSE program report that the SEC inspector general had posted on its Web site was 
heavily “redacted to delete information that SEC believe[d] [was] nonpublic and confi -
dential.”14 According to Bloomberg News, the inspector general redacted the report at 
the request of the SEC’s Division of Trading and Markets, which supervises Wall Street.
A full version of the report posted by Senator Charles Grassley revealed that the redacted 
material included not only material specifi c to Bear Stearns, but language directly critical 
of the SEC. The redactions smacked not only of an SEC cover-up (a clumsy one at that), 
but called the independence of the SEC’s inspector general into doubt.15

CAPITAL REGULATION OF BANKS

Securities brokers are not the only companies that are supposed to keep their leverage 
in check. Bank holding companies and commercial banks and thrifts have to meet 
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minimum capital requirements, too. These requirements are supposed to serve as a 
shock absorber if a bank is hit by unexpected losses. With adequate capital, a bank or 
thrift should be able to absorb its losses while continuing to make loans and safeguard 
the funds of its depositors. 

From the height of the housing boom in 2005 through 2008, however, capital levels 
steadily dwindled at FDIC-insured banks and thrifts. For the banking industry as a 
whole, core capital shrank from 8.25 percent in 2005 to 7.48 percent in 2008. Over 
that same period, the percentage of unprofi table banks and thrifts increased nearly 
fourfold. By the end of 2008, almost one-fourth of all FDIC-insured institutions were 
unprofi table, a shocking number by any account.16

On top of capital, banks are expected to maintain loan loss reserves as a buffer 
against expected loan losses. During the housing boom, however, major banking com-
panies slashed their loan loss reserves. Citigroup, for example, cut its loan loss reserves 
almost one-fi fth, from $13.2 billion to $10.6 billion, between 2003 and 2005. The 
same trend was evident throughout the banking industry. (See fi gures 11.1 and 11.2.)

While banks were playing with fi re, why didn’t the regulators step in? Part of 
the answer involves the history of capital regulation in the United States. When the 
credit crisis hit, the United States was in its third generation of capital rules, each 
more “sophisticated” than the last. During the fi rst generation, pre-1999, capital was 
calculated in a straightforward way, by dividing shareholders’ equity by average total 
assets. In 1999, however, federal banking regulators switched to a new capital method 
known as “Basel I risk-based capital,” at the instigation of the Federal Reserve. The 
idea behind Basel I was to allow banks and thrifts to hold less capital against assets 
that were considered “safer.” Under that approach, institutions sorted their assets into 
four pigeonholes according to risk, each assigned a different weight. The amount of 
the assets in each pigeonhole was then multiplied by the appropriate weight and the 
weighted products were added together to calculate a bank’s total risk-weighted assets. 
Banks had to maintain capital of at least 8 percent of their risk-weighted assets.17

Basel I was not foolproof. Even as it was being implemented in the United States, 
critics were challenging the risk weights for home mortgages and mortgage-backed 

TABLE 11.1. 
Core capital, all FDIC-insured institutions: 2005–2008.

2005 2006 2007 2008

Core capital (leverage) ratio (%) 8.25 8.22 7.97 7.48

Source: FDIC Statistics on Depository Institutions.

TABLE 11.2. 
Percentage of unprofi table FDIC-insured institutions: 2005–2008.

2005 2006 2007 2008

Percentage of unprofi table institutions 6.22 7.94 12.07 24.41

Source: FDIC Statistics on Depository Institutions.
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securities as too low. There were also concerns that banks could understate their capital 
requirements by using securitization or SIVs to move risky assets off their balance sheets. 

Under Basel I, lenders did not have to reserve full capital against assets that they 
transferred off their balance sheets. Later, subprime loans and related assets came back 
to haunt banks, either via recourse clauses requiring them to buy back loans or because 
banks had guaranteed the debts of SIVs, sometimes informally. As a result, many 
banks suffered losses in excess of their capital reserves. As one commentator astutely 
observed, these “off-balance-sheet strategies hid risks instead of reducing them.”18

In the early 2000s, the Federal Reserve launched a new capital initiative called 
“Basel II” to further reduce capital levels. In the Greenspan tradition, Basel II was yet 
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another gambit to swap government regulation for private risk management. With 
exceptionally poor timing, federal regulators unveiled the “advanced approach” of 
Basel II in December 2007, just in time for the subprime crisis.

From the moment of its debut, Basel II came under attack. The new capital stan-
dards relied on ratings by the rating agencies to set risk weights; this was folly. Worse 
yet, Basel II allowed the largest internationally active banks—that is, banks posing the 
most systemic risk—to compute their own minimum capital levels according to their 
internal risk models. The message was, “Make up your test and tell us how you are 
doing.”19 There was no requirement that banks take account of low points in the busi-
ness cycle. Nor did they have to factor in “tail events,” which are like tsunamis: highly 
unlikely yet possible.20 And like a tsunami, if a tail event is a “fat tail event,” the losses 
can be disastrous. The credit crisis was just such a fat tail event. 

Basel II had another Achilles heel, which is that it did not require banks to quan-
tify interest-rate risk, liquidity risk, or systemic risk. Interest-rate risk sparked the 
savings and loan crisis in the 1980s; liquidity risk and systemic risk were drivers 
of the credit crisis of 2007 and 2008. Timothy Geithner observed: “Basel II is too 
confi dent that a fi rm can adjust to protect itself from its own mistakes without adding 
to downward pressure on markets and takes too little account of the risk of a fl ight to 
safety—a broad-based, marketwise rush for the exits as the fi nancial system as a whole 
de-leverages and tries collectively to move into more liquid and lower risk assets of 
government obligations.”21

Banks took advantage of Basel II’s permissive approach and developed models that 
served their own purposes. One professor of quantitative fi nance described confer-
ences on risk models under Basel II, saying “All the time I’m sitting in the audience 
thinking that these models are far too simplistic and based on countless unrealistic 
assumptions. I tell people that these instruments are dangerous, that no one under-
stands the risks. But no one cares.”22 Another analyst claimed that banks dumbed 
down their models to boost short-term returns. He was quoted saying, “There was a 
willful designing of the systems to measure the risks in a certain way that would not 
necessarily pick up all the right risks. . . . [Investment banks] wanted to keep their 
capital base as stable as possible so that the limits they imposed on their trading desks 
and portfolio managers would be stable.”23

Banks were not operating in a regulatory vacuum. Basel II put the onus on reg-
ulators to weed out the bad models from the good. Whether the regulators had the 
expertise or the backbone to recognize rigged models and overhaul them is an open 
question. The evidence suggests they had neither. 

With banks having carte blanche to develop self-serving models, it is no surprise 
that in December 2008 Moody’s found that almost all banks using the Basel II stan-
dard had cut their capital levels. SEC chairman Christopher Cox eventually told Con-
gress: “Neither the Basel I nor Basel II standards as then in force were adequate. Each 
had serious need of improvement.”24 It was sweet vindication for Sheila Bair, who 
had refused to sign off on Basel II without keeping the old ratio (that is, shareholders’ 
equity to total assets) as a backstop, over vehement protests by the other federal bank-
ing regulators. Evidence like this led the FDIC’s Sheila Bair to muse, “If [Basel II] says 
banks need less capital at the height of a global banking crisis, imagine the fi nancial 
leverage it would encourage during good times.”25
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SKIMPY DISCLOSURES TO INVESTORS

By loosening leverage and capital rules, federal regulators gave banks and Wall Street 
fi rms a much bigger appetite for excessive risk. The resulting subprime crisis would not 
have been so disastrous if investors had grasped the enormity of the risks they were 
undertaking. Their ability to gauge those risks, however, depended on accurate and 
complete disclosures about the mortgage-backed securities and CDOs they were buy-
ing. It was the Securities and Exchange Commission’s job to adopt disclosure rules 
with teeth so that investors could make educated decisions. 

The SEC’s disclosure requirements for asset-backed bonds fell short of the mark. 
For most of the housing bubble, the SEC had no rule in place requiring disclosures 
that were specifi cally tailored to mortgage-backed securities or CDOs. The SEC’s 
Regulation AB,26 adopted in 2005, attempted to address that gap; however, Reg AB 
did not go into effect until January 1, 2006, after most private-label offerings backed 
by subprime bonds had been sold. 

Reg AB had two critical fl aws: (1) it suffered from limited coverage; and (2) when 
it did apply, the rule failed to give investors the information they needed to seri-
ously analyze an offering. Reg AB governed only “asset-backed securities,” which were 
narrowly defi ned to exclude many types of structured fi nance products. Furthermore, 
the rule only applied to public offerings, that is, offerings that were marketed to the 
general public. An investment bank could simply bypass Reg AB by structuring 
an issue as a private offering that was limited to big institutional investors. In these 
private offerings, SEC disclosures were lighter or left to private negotiation, based 
on the notion that institutional investors had the clout and sophistication to demand 
the information they needed to make informed and smart choices. Not surprisingly, 
Wall Street took full advantage of this loophole. In particular, CDOs were “almost 
always” sold through private offerings with seriously defi cient disclosures.27

Even when Reg AB did apply, the disclosures were too skimpy to be of use. The 
SEC designed Reg AB as a “principles-based rule,”28 meaning that its substance was 
deliberately vague. In addition, the commission modeled many of Reg AB’s disclo-
sures on the reporting requirements for corporate issuers. Corporations usually have 
track records so securities disclosures for those issuers focus on the fi rms’ perfor-
mance. In contrast, past performance was irrelevant for most offerings of mortgage-
backed securities and CDOs because the issues were backed by new mortgages with 
scarce payment histories.29 In essence, Reg AB put the wrong information under the 
microscope.

Investors in subprime securities needed standardized information on the risk 
characteristics of the individual loans backing the bonds because the loans were the 
main source of payment for the bonds. Information on the loan-to-value ratio, debt-
to-income ratio, property location, and payment shock ratio for each of the loans 
was the only way investors could know with confi dence what they were getting into. 
Reg AB did not mandate disclosure of that level of detail. The rule did encourage 
investment banks to make tapes with loan level data available to investors, but it did 
not require them to provide this information. All Reg AB mandated was a summary 
of the aggregate characteristics of the loan pool. That made it diffi cult to discern 
whether the riskiest loans were going to the strongest or to the weakest borrowers in 
the loan pool.30
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Leaving disclosure of individual loan characteristics to Wall Street’s discretion 
turned out to be a big mistake. In 2009, the Committee on Capital Markets Regu-
lation conducted a sample of the data tapes that issuers had voluntarily fi led on the 
SEC’s Web site and found that “numerous data fi elds considered essential by investors 
were simply not available to them.”31 The data fi elds on the tapes, moreover, were not 
standardized and varied all over the lot.32 In the case of CDOs, drilling down to the 
individual loans supporting the bond payments was impossible.

Similarly, Reg AB did not make investment banks disclose the due diligence reports 
they commissioned from outside fi rms, even when those reports contained evidence of 
deteriorating lending standards. As we discussed earlier, too often investment banks 
swept those reports under the rug, withholding them from investors and ratings agen-
cies.33 Reg AB also dropped the ball when it came to tracking the quality of new loans 
that were added to revolving loan pools after an offering closed.34

Reg AB failed investors in another respect, by not requiring ongoing disclosure of 
performance information. The rule required data on loan performance for the fi rst year 
following the offering, but not for the life of the loans.35 Even during the fi rst year, 
issuers’ web sites containing payment histories were “scattered and hidden.” Many of 
the web sites only made “limited loan-level data” available on the payment history of a 
loan pool and the data that was reported “var[ied] widely across servicers and deals.”36

All told, there was a dearth of useful publicly available information on the loan 
pools underlying private-label mortgage bonds and CDOs. The problem was so severe 
that the trade association for mutual funds—many of whom were large institutional 
investors in subprime bonds—complained that “our members . . . do not receive the 
same amount of information from issuers as is received by” the rating agencies, “regard-
less of whether the offering is subject to Regulation AB, and despite the fact that the 
[SEC] had indicated that a determination to provide information to a credit rating 
agency should be considered in determining whether such information is material to 
investors.”37

The SEC disclosure scheme for subprime mortgage-backed securities and CDOs 
was so misbegotten and riddled with exceptions that the securities operated in a fact-
free zone. Investors and analysts who wanted to conduct serious due diligence could not 
obtain the facts they needed to fi gure out the true risk associated with the underlying 
loans. Without those facts, investors often overpaid for those securities. Worse yet, 
investors could not police the market through decisions about whether to buy securities 
and at what price.

SEC ABDICATION OF ENFORCEMENT

Under federal securities law, disclosures in Wall Street offerings of mortgage-backed 
securities and CDOs have to be truthful, under pain of enforcement for securities 
fraud.38 Moreover, federal securities law has a capacious conception of the “truth.” It is 
not enough for Wall Street fi rms to refrain from affi rmative lies when drafting pro-
spectuses and offering circulars. They must also avoid misleading half-truths, other-
wise known in securities parlance as “misleading omissions of material fact.” Just like 
in the courtroom, Wall Street fi rms in securities prospectuses must tell the truth, the 
whole truth, and nothing but the truth.
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Without strong enforcement, however, these antifraud provisions lack teeth. The 
SEC had that enforcement authority. On the front end, the SEC had the ability to 
review public subprime bond offerings for truthfulness and to halt offerings involving 
misleading or missing disclosures. On the back end, the SEC had the authority to 
investigate suspected securities fraud and to bring wrongdoers to justice through civil 
or criminal enforcement.

Despite the threat of SEC enforcement, disclosures made in subprime offerings 
were not always accurate. A pervasive problem was the prevalence of exception loans, 
which we discussed earlier in connection with securitization. Prospectuses and offer-
ing memoranda for subprime mortgage-backed securities usually set forth the lend-
er’s underwriting standards in detail, followed by a general disclaimer that the lender 
reserved the right to make exceptions to the guidelines. Rarely did the issues reveal 
the extent of the exceptions or the quality of the loans that deviated from the lend-
ers’ promised standards. In a 2006 offering document, for instance, the lender Aegis 
declared that it could make exceptions to its underwriting guidelines if  39

the application refl ects compensating factors, such as: low loan-to-value ratios; 
stable ownership; low debt ratios; strong residual income; a maximum of one 
30-day late payment on all mortgage loans during the last 12 months; and stable 
employment or ownership of current residence of four or more years.

Aegis was silent, though, about the extent of its exception loans. The fact that sub-
prime bonds were marketed with such defi cient disclosures on exception loans sug-
gests that the SEC was asleep at the switch.40

The SEC was similarly remiss when it came to enforcement. From 2000 to 2007, 
the number of SEC investigations culminating in Justice Department prosecutions 
for securities fraud plummeted 87 percent, from sixty-nine down to nine. Even more 
alarming was what the SEC missed over that period, ranging from the ongoing prob-
lems at Bear Stearns to alleged Ponzi schemes, including one for $8 billion by Texas 
fi nancier Robert Allen Stanford and another for $1 billion by PEMGroup and its 
founder, Jerry Pang. 

The biggest Ponzi scheme to elude the SEC was Bernard Madoff. In May 
2000, an experienced derivatives expert and private fraud investigator named Harry 
Markopolos presented the SEC with a written analysis questioning the consistently 
glowing returns on Madoff ’s funds. Markopolos showed that Madoff could not have 
earned constant positive returns for seven years straight given his purported invest-
ment strategy. Markopolos also considered it suspicious that Madoff did not allow 
any large international outside accounting fi rms to audit his company. Markopolos 
concluded, “Combining the discrepancies I’ve noted . . . with the hearsay I’ve heard, 
[the evidence] seems to fi t in with the patterns commonly found in Ponzi Schemes.” 

Markopolos did not stop there. In 2001 and 2005 he submitted more detailed 
reports with evidence on Madoff to the SEC.41 It was not until 2006, however, that 
the SEC fi nally opened an investigation into Madoff and his fi rm. In a hapless perfor-
mance, the agency closed that inquiry in 2008 after fi nding “no evidence of fraud.”42

As the Madoff incident showed, the SEC was ill-equipped to uncover fraud or 
even recognize major tips. According to the SEC’s inspector general, the SEC lacked 
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effective, uniform procedures for processing tips, and whatever procedures did exist 
were generally ignored.43 Part of the problem was that most of the SEC’s examin-
ers were too young, inexperienced, and poorly paid to grasp the industries they were 
examining. Markopolos criticized them for huddling in corporate conference rooms 
looking at documents that management fed them, instead of roaming the trading 
fl oors or barging into portfolio managers’ offi ces to question company personnel. Fur-
thermore, most SEC examiners were not trained on Bloomberg terminals. Markopo-
los termed Bloomberg terminals “the lifeblood of the industry,” with “much of the 
data an SEC staffer would need for any fraud analysis of a company.” “If everyone in 
industry is using Bloombergs except for the SEC,” he mused, “it is little wonder the 
SEC can’t fi nd fraud.”44

The SEC liked to blame underfunding and staff cuts for its poor track record. While 
both were problems,45 there were larger forces at work. For one thing, the Madoff affair 
raised serious questions about the SEC’s independence from the securities industry. 
Madoff was exalted in the securities industry, having served as the chairman of the 
NASDAQ Stock Exchange starting in 1990. Indeed, he was so respected in the agen-
cy’s inner circles that SEC commissioners sought him out for advice and the commis-
sion appointed him to its advisory committee on market information in 2000.46

The Madoff scandal put a spotlight on the commission’s hostility to strong secu-
rities oversight. Under the leadership of Chairman Christopher Cox, the commis-
sion took deliberate steps to disable the SEC’s enforcement apparatus and impede its 
enforcement lawyers from doing their job. For example, in 2006, Chairman Cox insti-
tuted a new policy prohibiting the agency from assessing civil money penalties against 
corporations except in “egregious” cases. To keep the SEC’s lawyers on a short leash, 
Cox issued a further decree requiring the agency’s lawyers to get prior approval from 
the full commission before they could negotiate civil money penalties against public 
issuers. The results were disastrous. Three years later, a brand-new SEC commissioner, 
Luis Aguilar, looked at the results of this “pilot program,” and reported that “penalty 
amounts in SEC cases against corporate issuers . . . plummeted” 85 percent between 
2003 and 2008. That, according to Aguilar, was “not the way to run an aggressive 
and robust enforcement program.” Not long after, the New York Times reported that 
“demoralized [SEC] staff members had been watering down proposed settlements in 
enforcement cases out of the fear that the commission would reject them.”47

Christopher Cox further tied his staff ’s hands by prohibiting them from open-
ing formal investigations or issuing subpoenas without advance approval by the full 
commission. Even worse, Cox shelved investigation requests from the staff unless the 
commission gave unanimous consent. Not surprisingly, Aguilar later noted, the result 
was a “logjam.”48 These seemingly mundane rules had a profoundly chilling effect on 
SEC enforcement. 

The SEC’s hostility to tough securities enforcement under Chairman Cox was 
just one chapter in a protracted campaign by the securities industry, accounting fi rms, 
and conservatives to dismantle securities regulation. This agenda took fl ight in the 
1980s with the ascendance of the effi cient capital market hypothesis, which holds that 
securities prices “self-correct” rapidly in response to new information. Its corollary—at 
least according to some—is that strong securities disclosures and enforcement are not 
needed because markets maintain their equilibrium. 
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Consistent with this laissez-faire mind-set, Congress pushed through a series of 
laws in the 1990s that undercut strong securities fraud enforcement. The opening 
salvo was the Private Securities Litigation Reform Act of 1995, which made it easier 
for private securities fraud class actions to get thrown out of court. The following 
year, Congress set its sights on state securities regulators in the National Securities 
Markets Improvement Act of 1996. In that act, Congress stripped the states of the 
power to scrutinize two types of securities offerings for fraud: private offerings and 
public offerings of shares traded on NASDAQ and the New York Stock Exchange. 
Two years later, Congress targeted private securities fraud plaintiffs again, banning 
state law securities fraud class actions in the Securities Litigation Uniform Standards 
Act of 1998.49

The SEC was also a powerful advocate for management interests in the courts. 
Starting in the late 1980s and accelerating in later years, the agency fi led a series of 
briefs in the Supreme Court and lower courts successfully arguing for a stingy reading 
of the federal securities laws, to the detriment of investors. In fact, SEC commissioner 
Atkins went so far as to issue an invitation to trade groups in 2006, saying: “If you 
think there are ripe issues on which the Commissioner should be participating as an 
Amicus in particular cases, I invite you to tell us. The Commission will not shy away 
from a good fi ght if it makes sense!” The commission’s “friend of the court” briefs 
resulted in a string of court victories that narrowed the class of wrongdoers who could 
face liability for securities fraud and raised new hurdles for injured investors to get to 
trial on securities fraud claims.50 In the process, the SEC shed its role as a protector 
of investors “into a mechanism for protecting fi nancial predators with political clout 
from investors.”51

THE UNDERREGULATED CREDIT-RATING INDUSTRY

The SEC’s lax regulation was matched by the federal government’s failure to regulate 
the credit-rating agencies. Until 2006, three fi rms—Moody’s, Standard & Poor’s, and 
Fitch, which together held 80 percent of the credit-ratings business—were virtually 
free from regulation.52 All three fi rms were key players in the shadow banking sys-
tem, responsible for the reliability of billions of dollars in bonds but accountable to 
no one. 

The rating agencies had gotten in trouble well before their ratings of subprime bonds 
became an issue. Back in 2001, they were implicated in the Enron crisis,53 which led 
Congress to enact the Credit Rating Agency Reform Act in 2006.54 As we discussed 
earlier in the chapter on securitization, the SEC had the power to confer Nationally 
Recognized Statistical Rating Organization (NRSRO) status on individual credit- 
rating agencies. In the new act, Congress placed rating agencies seeking NRSRO status 
under SEC oversight. The primary thrust of the act was SEC registration, record-
keeping, disclosure, and a ban on coercive practices that could only be enforced by the 
SEC. There was no requirement that rating agencies do a good job making rating deci-
sions. Indeed, the act expressly prohibited the SEC and the states from “regulat[ing] the 
substance of credit ratings or the procedures and methodologies by which any” NRSRO 
“determines credit ratings.” The act also left the “issuer pays” system intact, instructing 
rating agencies just to disclose their confl icts of interest and “manage” them.55
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In light of the fact that the government’s NRSRO designation helped rating agen-
cies generate business and sent a signal to investors that the agencies’ ratings were 
trustworthy, the government should have vigorously overseen the rating agencies 
much earlier. Instead, when Congress fi nally decided that some regulation was needed, 
it came up with a wholly ineffectual law. 

CREDIT DEFAULT SWAPS

Credit default swaps linked three extraordinary events in 2008—the federal govern-
ment’s bailout of Bear Stearns, its life buoy to AIG, and its decision to let Lehman 
Brothers fail. All three companies owed hundreds of billions of dollars in potential 
credit default swap (CDS) liabilities to other major fi nancial players. 

Credit Default Swaps 101
Credit default swaps became common in the early 1990s, when JPMorgan touted them 
as a way to hedge credit risk and reduce capital requirements.56 As we explained earlier, 
credit default swaps are guarantees that protect investors if a company or a bond defaults. 

In general, sellers of CDS are large, global insurance companies and banks operat-
ing in London and New York. Banks were the biggest buyers of CDS, and they bought 
them for several purposes. CDS enabled banks to protect themselves from default by 
specifi c companies, such as Lehman Brothers. Banks also bought swaps to hedge the 
risk of default on subprime mortgage-backed securities and collateralized debt obliga-
tions (CDOs). CDS were attractive hedges because they enabled banks to reduce their 
capital requirements.57 In addition, speculators bought CDS as bets that securities 
would default, without owning the securities themselves. 

All three uses of CDS can magnify fi nancial risk. For example, when credit 
default swaps are used as hedges, they almost always introduce speculation into the 
fi nancial system because one party to the swap is a hedger and the other party is a 
speculator.58 In addition, credit default swaps make buyers of hedges bullish about 
their ability to manage risks. For banks, the ability to hedge with swaps—and the 
favorable capital treatment that resulted—gave some of them confi dence to shift 
their investments from boring, liquid assets into risky, illiquid assets offering higher 
potential yields. CDS boosted the incentives of banking companies, like Citi-
group, to make rash mortgages and invest in massive portfolios of illiquid subprime 
bonds.59 In the process, these swaps fueled the supply of lax credit and, with it, the 
housing bubble. 

Credit default swaps can also create multilateral exposure through daisy chains 
of liability, in which one swap seller’s ability to meet its CDS obligations to a buyer 
depends on another seller’s solvency down the line. This is because a seller, who is 
concerned about the liability it has taken on, can turn around and buy a CDS to cover 
its liability. It can do this because it does not need to own the bond being hedged in 
order to buy a CDS.60 This practice became so common that by 2008, fully 90 percent 
of outstanding CDS were such naked swaps.61

To illustrate, say, for instance, a thrift institution, Thrifty, bought a AAA sub-
prime bond. To hedge against a possible default on the bond, Thrifty bought an 
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over-the-counter credit default swap from a CDS dealer called Jamestown. James-
town was now on the hook if Thrifty’s AAA subprime bond missed payments. To 
protect itself, Jamestown then bought a CDS from another dealer, Reserve, to hedge 
the risk on Thrifty’s AAA subprime bond. 

Next let’s assume the AAA subprime bond owned by Thrifty went into default. 
Thrifty would demand payment from Jamestown under the original CDS. In turn, 
Jamestown would demand payment from Reserve under the second CDS. If Reserve 
was insolvent and could not make the promised payment, then Jamestown would have 
to pay off Thrifty without any reimbursement from Reserve. If the liability was too large, 
it could force Jamestown into bankruptcy. Then Thrifty would be stuck with the loss on 
its AAA subprime bond, eroding its capital. In this way, a CDS default by a seller such 
as Reserve could trigger a domino effect of failures at other fi rms down the line. This 
domino effect is more likely in a recession, when investment portfolios go sour, making 
it harder for CDS sellers to honor their promises to provide protection. It is even more 
likely if a seller is a big player in the swaps market, with exposure to many large buyers.62

The potential for contagion with CDS resulted from the way over-the-counter CDS 
were traded. Over-the-counter swaps result from private negotiation between two par-
ties, usually with a dealer between. Unlike with an exchange, in the OTC market, there 
was no central clearinghouse to post prices, to keep records of who owns what, or to settle 
a trade gone bad.63 The lack of an exchange or central clearinghouse increases systemic 
risk. With no central clearing party, buyers in OTC deals are forced to depend on the 
creditworthiness of remote, unknown parties. In a privately negotiated OTC transac-
tion, the buyer looks to the creditworthiness of the seller for assurance of protection. 
The buyer, however, does not know how much total CDS exposure the seller has or 
how much that exposure will increase in the future. Similarly, the buyer does not know 
if the seller will buy protection from someone else to defray its CDS obligation to the 
buyer and whether that someone else is good for the money. Unwittingly, then, the 
buyer may be forced to rely on someone it never knew or dealt with to hedge its risk.

The lack of an exchange also means that there is no central place where prices of 
OTC swaps are posted, which makes it impossible to establish a “market price” or 
other method of valuing swaps. In addition, because OTS CDS contracts are not 
necessarily standardized, CDS can be harder to trade and unwind. For all of these 
reasons, Warren Buffett called derivatives “fi nancial weapons of mass destruction, car-
rying dangers that . . . are potentially lethal.”64

The inability to net customized swaps spawned additional risk. For a buyer that is 
stuck with a questionable bespoke swap, often it is easier to hedge that swap by buying 
a new swap from someone else than to unwind the original swap. In the process of the 
new swap transaction, the buyer creates a new counterparty, which expands the total 
counterparty risk in the system. This problem prompted Buffett to muse that “like 
Hell,” derivatives “are easy to enter and almost impossible to exit.”65

CDS Escape Regulation
Credit default swaps posed catastrophic risk to the fi nancial system. At year-end 2007, 
the total notional amount of outstanding CDS stood at $62 trillion, which exceeded 
the world’s gross domestic product.66
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The risk from swaps was not unknown to regulators. Just a decade earlier, the 
United States had experienced a near-meltdown involving other types of swaps. In 
1998, swaps sent the U.S. fi nancial system into a tailspin when the nation’s largest 
hedge fund, Long-Term Capital Management imploded. Swaps had been LTCM’s 
“instrument of choice,” which is how LTCM amassed “a $1.45 trillion off-balance-
sheet position” that culminated in its failure.67

Where were Congress and the regulators? In 1998, the chair of the Commodity 
Futures Trading Commission (CFTC), Brooksley E. Born, began warning about the 
dangers of unregulated CDS. That May, things came to a head when the CFTC, at 
Born’s initiative, solicited public comment on whether to regulate over-the-counter 
derivatives, including CDS. When the CFTC’s notice came out, the bond markets, 
joined by Congress, Greenspan, Treasury secretary Robert E. Rubin, and SEC chair-
man Arthur Levitt, immediately launched an all-out offensive to defeat the CFTC’s 
proposal. Within months, Congress enacted a law placing a six-month moratorium on 
CFTC regulation of the derivatives market. Defeated, Born resigned in May 1999.68

Later in November 1999, Greenspan, Levitt, and Larry Summers, Rubin’s succes-
sor as Treasury secretary, issued a formal report endorsing congressional deregulation 
of credit default swaps. Senator Phil Gramm of Texas, an ardent force for deregula-
tion, seized on the report to carve out a broad exemption from regulation for credit 
default swaps. First, in the Gramm-Leach-Bliley Act of 1999, he convinced Congress 
to amend the securities statutes to exempt CDS from most aspects of federal securities 
law apart from the antifraud provisions. As a result, the SEC could not regulate the 
trading of CDS or require fi rms to fi le reports on who traded CDS when and in what 
amounts.69 Next Gramm persuaded Congress to amend the Commodity Exchange 
Act to exempt over-the-counter CDS entirely from commodities regulation, includ-
ing from the antifraud provisions.70

Gramm also did his utmost to ensure that states did not tread on the swaps market. 
To accomplish this purpose, he inserted a clause in Gramm-Leach-Bliley that pro-
hibited states from regulating swaps under their laws proscribing gambling and fake 
exchanges.71 The latter provision did not resolve whether credit default swaps were 
insurance for purposes of state insurance law. 

For their part, states took a hands-off stance toward CDS in the years leading 
up to the credit crisis. One might have expected New York State to step to the 
fore, since New York City, along with London, is the mecca of swaps trading. The 
New York Insurance Department declared in a 2000 opinion, however, that naked 
CDS—swaps where the buyer did not own the underlying bond—were not insur-
ance because the buyer had no “insurable interest” in the bond. The opinion was 
silent on the question whether covered CDS, where the buyer owned the bond, were 
regulated as insurance. In 2004, New York State nailed the coffi n shut by amend-
ing its Insurance Code to state that credit default swaps are not insurance. Later, in 
2008, New York insurance superintendent Eric Dinallo recalled the New York his-
tory thus: “In . . . 2000, as a society we chose not to regulate credit default swaps.”72

Case in Point: AIG Financial Products
In September 2008, the international insurance conglomerate American International 
Group (AIG) became the poster child for the ability of credit default swaps to spread 
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contagion. Improbably, the Offi ce of Thrift Supervision had previously acquired jurisdic-
tion over AIG’s subsidiary, AIG Financial Products, which was the biggest provider of 
CDS. But just as OTS failed to supervise thrifts, it failed to oversee AIG’s swaps activity. 

OTS ended up being AIG’s regulator because AIG owned a savings and loan insti-
tution called AIG Federal Savings Bank. That put the holding company and the thrift 
under OTS supervision beginning in 2000.73

Normally, the London headquarters of AIG Financial Products would have been 
under United Kingdom supervision. However, AIG Financial Products successfully 
maneuvered to escape stricter U.K. regulation with the assistance of OTS. After years 
of negotiations, OTS hammered out an agreement with the French regulator Com-
mission Bancaire in January 2007 that designated OTS as the consolidated regulator of 
AIG’s European operations, including Banque AIG in France. This agreement sprang 
from the same EU directive as the SEC’s failed consolidated supervisory entity program 
and replaced European Union offi cials with OTS as the regulator for AIG’s Euro-
pean operations. Under EU law, since one EU regulator—the Commission  Bancaire in 
France—had already signed off on consolidated OTS oversight, AIG Financial Prod-
ucts could operate in London free from U.K. regulation.74

Although CDS were not regulated as securities or commodities, OTS did have 
jurisdiction to make sure that AIG Financial Products, including its swaps operations, 
operated safely. A “handful of [OTS] offi cials were always on the scene at an A.I.G. 
Financial Products branch offi ce” in Wilton, Connecticut, according to the New York 
Times, and could have seen warning signs of trouble at AIG Financial Products as 
early as 2004.75 Instead, OTS sat on its hands until 2008. 

On February 22, 2008, AIG notifi ed the Securities and Exchange Commission 
that it was substantially writing down its super senior credit default swaps portfolio. A 
week later, on February 29, AIG’s outside auditor, PricewaterhouseCoopers, publicly 
announced that AIG’s internal controls over the valuation of its swaps portfolio had a 
weakness that could cause “a material misstatement” of AIG’s annual fi nancial state-
ments. AIG’s management concurred with that announcement and announced that 
the holding company’s controls over AIG’s CDS portfolio had not been “effective.”

It took February’s revelations to spur OTS into action. On March 10, 2008, 
C. K. Lee, the managing director of Complex and International Organizations at 
OTS, wrote AIG stating that the holding company’s “oversight of AIG Financial 
Products . . . lack[ed] elements of independence, transparency, and granularity.” The 
agency expressed concern that AIG Financial Products had overvalued its super senior 
CDS and had blocked access to “key” internal risk managers who raised concerns 
about those valuations. In the absence of “effective risk management,” OTS said, it no 
longer had faith in AIG’s “accounting and fi nancial reporting disclosures.”76

On March 10, OTS dropped AIG’s examination rating and required it to submit 
a corrective action plan within thirty days.77 When AIG missed the deadline, OTS 
did not take formal enforcement action.78 Meanwhile, Lee resigned his post in April 
2008 to become the director of the OTS regional offi ce in Dallas. The same month, 
OTS disbanded its Complex and International Organizations unit.79 In the shuffl e, 
the corrective action plan requirement fell by the wayside.

Later, after AIG’s near-death experience, the press asked Lee why OTS had not 
grasped the enormous risks that AIG presented. Lee answered that he and his unit 
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had not “recognized the . . . risk” from AIG’s credit default swaps. OTS viewed those 
swaps as “fairly benign products” because the underlying CDOs had top credit ratings, 
AIG had a huge capital base, and management had assured OTS that any added risk 
from CDS was “manageable.” In the process, Lee conceded, “We missed the impact” 
of the collateral call triggers. It was the triggers—not actual credit losses on the com-
pany’s credit default swaps—that ultimately brought AIG down.80

SEARCHING FOR A SYSTEMIC RISK REGULATOR

In retrospect, one agency should have been tasked with the power and responsibility 
to oversee systemic risk and contain it. Unfortunately, this crucial detail fell between 
the cracks. Congress never gave any agency suffi cient authority to monitor systemic 
risk and address it when it designed the fi nancial system’s regulatory structure. 

Congress withheld statutory power from the SEC to oversee investment bank con-
glomerates and the fi nancial system as a whole. Nominally, OTS did have the power to 
supervise one sector—thrift holding company conglomerates like AIG—for systemic 
risk, but it lacked the sophistication, commitment, and know-how to exercise that 
power competently. While Congress did designate the Federal Reserve Board as the 
umbrella supervisor for bank holding companies in the Gramm-Leach-Bliley Act of 
1999, it tied the Fed’s hands in crucial respects. 

In Gramm-Leach-Bliley, Congress was concerned about the burden from forcing 
the insurance, securities, and commodities subsidiaries of fi nancial holding companies 
to report to multiple regulators. To minimize this burden, Congress decreed that the 
Fed, whenever possible, had to accept reports by those subsidiaries to their primary 
regulators in lieu of direct reporting to the Fed.81 Congress also banned the board 
from examining the securities, commodities, and insurance subsidiaries except when 
their activities posed a materially adverse effect on the safety and soundness of a sister 
bank or thrift.82 Similarly, the Fed lacked systemic oversight authority over entities 
that were outside of bank holding companies, such as hedge funds and independent 
investment banks. It was thus that the fi nancial system steamed full speed ahead 
toward calamity in early 2008, with no captain at the bridge. 
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Part IV

a
Solutions

If the subprime crisis taught us anything, it was that the country puts itself at risk 
when it ignores consumer protection. Early attention to basic consumer protections 

would have halted disastrous subprime loans in their tracks. 
In July 2010, Congress and President Obama tackled consumer fi nancial protec-

tion and systemic risk in the Dodd-Frank Wall Street Reform and Consumer Pro-
tection Act (the Dodd-Frank Act or Dodd-Frank).1 The new law dramatically alters 
the fi nancial playing fi eld, but a great deal of uncertainty remains. The real strength of 
the law will depend on the regulators charged with writing and enforcing new rules 
under the law. In the worst case, regulators could refuse to write rules, as Greenspan 
did while heading up the Fed, or draft rules that are concessions to industry. Or, if 
they fully do their job, they will adopt rules designed to protect consumers, encourage 
industry innovation, and prevent another economic crisis. 
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a
Consumer Protection

No one has lived through the subprime crisis unscathed. Both the country and 
individual citizens have paid an extreme price to learn that consumer protection 

and systemic risk are joined at the hip. In 2010, Congress fi nally acknowledged this 
reality. In this chapter, we evaluate whether the Dodd-Frank Act achieves the goals 
that are critical to consumer protection. 

A NEW CONSUMER FINANCIAL 
PROTECTION AGENCY

The subprime crisis showed that federal banking regulators cannot be relied on to put 
consumer safety over the interests of regulated banks. When subprime was king, our 
system of fragmented regulation drove lenders to shop for the easiest legal regime. 
The ability of lenders to switch charters put pressure on regulators to relax credit 
standards. In the process, federal banking regulators sacrifi ced consumer protection 
for the short-term profi tability of banks. Meanwhile, non bank lenders mushroomed 
out of control.

Until the Dodd-Frank Act, banking regulators had primary responsibility 
for consumer compliance examinations and enforcing consumer laws against 
depository institutions. The FTC had authority over nondepository institutions. 
Each agency had discretion about the extent to which it enforced the law and no 
government agency was charged with consumer financial protection across the 
board. 

The Dodd-Frank Act remedies this situation by transferring most of the respon-
sibility for consumer fi nancial protection from federal banking regulators to a new, 
dedicated agency called the Consumer Financial Protection Bureau (the CFPB). The 
consumer protections established under Dodd-Frank and the regulations that the 
CFPB issues to implement the act will apply equally across the mortgage industry 
regardless of the type of institution. 
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The new structure also puts an end to fragmented supervision of mortgages. 
With one exception, the CFPB will have supervisory and enforcement authority over 
everyone who originates, brokers, or services mortgage loans.2 Thus, Dodd-Frank 
levels the playing fi eld and reduces the incentives for lenders to switch charters in 
search of the easiest regulator. Even OCC preemption was pruned; the new rule 
restricts preemption to situations in which the application of a state law would favor 
state-chartered banks over national banks or federal thrifts.3

Dodd-Frank empowers the CFPB to establish rules for many aspects of mortgage 
lending. In addition, it allows the states to protect consumers over and above the 
standards set by federal law.4 In other words, the Dodd-Frank Act functions as a fl oor, 
not a ceiling. This approach provides an important safeguard against the possibility 
that the CFPB might adopt unduly weak rules or fail to update its rules over time. It 
also recognizes that states are closer to local conditions, often are more responsive to 
emerging problems and may be better able to protect their citizens. Lastly, by giving 
latitude to states to adopt stricter standards, the law preserves the states’ key role as 
laboratories of experimentation. 

REGULATING MORTGAGES

The Dodd-Frank Act contains general and specifi c provisions governing mortgage 
loans. The general provision gives the CFPB the authority to issue rules to ensure 
that consumers have access to “fair, transparent, and competitive” markets for con-
sumer fi nancial products and services. Other sections of the law prohibit specifi c 
terms in mortgage loans.5 In this section, we discuss the protections that people need 
when they take out mortgages and evaluate whether Dodd-Frank provides these 
protections.

Requiring Proof of Ability to Repay
For well over a decade before the fi nancial crisis, consumer advocates tried to convince 
Congress to prohibit loans that borrowers could not afford. These efforts were trumped 
by industry arguments that borrowers should have an unfettered choice of loan terms. 
While lenders chanted the mantra of choice, their real motive was short-term profi ts. 
They could collect more fees and boost their quarterly reports if they could disregard 
borrowers’ ability to repay. 

The Dodd-Frank Act now requires that lenders ensure that borrowers can afford 
their loans. Creditors cannot make loans unless they make “a reasonable and good 
faith determination based on verifi ed and documented information that, at the time 
the loan is consummated, the consumer has a reasonable ability to repay the loan.” This 
means a lender has to consider an applicant’s income, debt, credit history, employment 
status, and other factors specifi ed in the statute.6

The new affordability requirements also address how creditors go about calculating 
borrowers’ anticipated loan payments. When pay-option ARMs, interest-only ARMs, 
and hybrid ARMs were all the rage, lenders too often underwrote them based solely 
on a borrower’s initial minimum monthly payment. When interest rates on those loans 
reset, many borrowers faced a fi nancial crisis unless they could refi nance. The Dodd-
Frank Act avoids a repeat scenario by requiring lenders to assess the affordability of 
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ARMs based on the maximum interest rate a borrower would have to pay in the fi rst 
fi ve years of the loan.7

In the past, lenders made loans appear affordable by excluding homeowners’ 
insurance and real-estate taxes from borrowers’ projected monthly payments. By 
omitting these costs, lenders put an artifi cially rosy glow on borrowers’ ability to pay, 
giving them false confi dence that they could afford the loans. Dodd-Frank addresses 
this issue by requiring creditors to take taxes and insurance into account when cal-
culating whether borrowers can afford loans. In addition, lenders must escrow taxes 
and insurance for the fi rst fi ve years of a loan. Both steps will lead to more reliable 
underwriting and reduce the chance that borrowers will be surprised by tax and 
insurance bills.8

The downside of these provisions is that when the mandatory fi ve-year period for 
escrow accounts expires, the risk of surprise returns. Borrowers, who may not have 
cash on hand when tax bills for thousands of dollars arrive in their mailbox, could be 
forced into tax foreclosure. This is an area where borrower choice does not make sense 
for borrowers or their neighborhoods. For this reason, we advocate mandatory escrow 
accounts for the life of all home loans.

 Dodd-Frank also spells the end of low-doc and no-doc loans by requiring creditors 
to verify the information that they rely on when determining affordability.9 The prac-
tice of underwriting loans with little or no information on borrowers’ creditworthiness 
is now illegal, and there are serious sanctions for violating these prohibitions.

Affordability requirements met resistance, in the past, on the grounds that a one-
size-fi ts-all approach means that one size fi ts none. This is a legitimate concern. If 
every loan had to be manually underwritten, we would lose many of the effi ciencies 
and cost savings that automated underwriting made possible. Through what is known 
as a “safe harbor” provision, the Dodd-Frank Act obviates the need for creditors to 
conduct manual assessments of borrowers’ ability to repay. Instead, if loans meet 
specifi c requirements, such as income verifi cation, debt-to-income ratios below caps 
set by the CFPB and points and fees no higher than 3 percent of the loan amount, the 
law presumes that the loans are affordable.10

Preventing Nasty Surprises
Mortgage regulation should foil efforts by lenders to ambush borrowers. There are 
enough unforeseen events that homeowners cannot prevent, like pipes that suddenly 
burst. In contrast, many nasty surprises in mortgages can be avoided. 

One hidden surprise is escalating payments caused by rate resets. Our approach 
would be to restrict loan terms with the potential for payment shock. Dodd-Frank 
places some limits on surprises by, for example, banning balloon payments on high-
cost loans. Borrowers with hybrid ARMs must also receive a detailed notice six 
months before any rate adjustment.11 These provisions are not enough, however. We 
would also recommend a cap on the size of individual interest rate adjustments and 
maximum rate adjustments over the life of loans. 

Prepayment penalties can also provide a nasty surprise. When penalties are buried 
in the closing documents, borrowers are often shocked to fi nd they cannot refi nance 
into cheaper loans. This can hinder borrowers’ ability to refi nance before their rates 
reset, which increases the risk they will default.
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The Dodd-Frank Act severely limits the duration and size of prepayment penalties 
as well as the types of loans in which such penalties are permitted. Adjustable-rate 
loans cannot contain them at all. For fi xed-rate loans, such penalties are allowed only 
in “qualifi ed loans” (as defi ned by the statute) that are subject to interest rate caps. 
Even in qualifi ed loans, the prepayment penalty cannot exceed 3 percent of the loan 
amount during the fi rst year of the loan and must expire by the end of the third year. 
Finally, to give consumers a choice, Dodd-Frank bans lenders from offering borrowers 
loans with prepayment penalties unless they also offer loans without those penalties.12

Better Disclosures
Disclosures cannot eliminate surprises in loans, primarily because mortgage docu-
ments with dozens of pages of legalese are impenetrable to most borrowers. This does 
not mean that we should abandon disclosure as a tool for protecting borrowers. 
Instead, disclosures should supplement substantive rules and increase borrowers’ 
understanding. 

The Dodd-Frank Act permits the CFPB to require disclosures that help con-
sumers “understand the costs, benefi ts, and risks” of loans. The act also aims to consol-
idate disclosures so that borrowers receive a single document that spells out their loan 
terms, instead of the multiple disclosures they received in the past.13 What the new 
disclosures will look like remains to be seen. In framing new disclosure templates, the 
CFPB needs to employ consumer testing of prototypes and keep disclosures up to date 
in response to market changes and new learning about consumer behavior. 

There is another disclosure issue that we hope the CFPB will place high on its 
rule-making agenda: lenders and brokers must be required to provide binding quotes 
when customers submit their loan applications.14 Without binding quotes for closing 
costs and interest rates and fees, borrowers have no assurance they are shopping for 
loans on realistic terms. In 1998, the Department of Housing and Urban Develop-
ment concluded that binding quotes at application were already possible, so surely they 
are possible now.15

Eliminating the Mortgage Confusopoly
The home mortgage market is a confusopoly—a term Scott Adams of Dilbert fame 
coined to refer to “a group of companies with similar products who intentionally 
confuse customers instead of competing on price.”16 Home mortgages made during 
the peak in lending had so many moving parts that it was diffi cult or impossible for 
borrowers to comparison shop. One lender might offer a 2/28 ARM with a 6 percent 
initial interest rate and a lifetime cap of 13 percent, but no points or fees. If a consumer 
shopped that loan to another lender in search of a better interest rate, the second 
lender might say that the same product wasn’t available, but offer a 3/27 with a 5 
percent initial interest rate, a lifetime cap of 15 percent, and one point. This level 
of complexity made comparisons virtually impossible and allowed lenders to avoid 
competing on price.17

One way to increase price competition would be to harness the Internet to help 
borrowers identify the types of loans that best suit their needs at the lowest price. 
For example, the government could sponsor a Web site to allow consumers to explore 
products and lenders to bid for their business. Customers could use the Web site to 
research different types of loans to serve their needs. To get advice on appropriate 
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loans, consumers would enter traditional underwriting information, such as their job 
and income and how long they plan to live in their home (because loans with no points 
or fees make more sense if borrowers plan to move soon). The computer program 
would winnow down customers’ choices to a short list of possible loan products. Then 
people could seek binding “bids” from lenders for each of those products. Lenders 
and brokers would quote their best combination of interest rates and fees, based on 
the underwriting information that the consumers had entered. The system, of course, 
would need strong privacy safeguards, and bids would be subject to verifi cation of the 
applicants’ qualifi cations. 

A Web-based bidding process would have many benefi ts. By allowing consumers 
to get binding quotes up front, it would make comparison shopping truly possible. In 
the process, it would fuel market competition and bring down prices. Psychologically, 
it would shift borrowers away from thinking of brokers and loan offi cers as their agents 
and friends. It would also guard against information overload by giving borrowers less 
information to process, which would help them make better decisions. 

The Dodd-Frank Act does contemplate employing information systems to improve 
consumer decision-making. In a part of the law on credit counseling, Congress stated 
that the secretary of HUD “shall provide for the certifi cation of various computer 
software programs for consumers to use in evaluating different residential mortgage 
loan proposals.”18

There is another way to help borrowers make informed decisions: require that 
lenders and brokers offer all borrowers a “plain vanilla,” no points, no fee, fi xed-rate 
loan. This would make comparison shopping remarkably easy. With a simple option in 
front of them, borrowers would be more inclined to compare the trade-off between the 
relative safety of a fi xed-rate product and the possibly lower costs of an adjustable-rate 
loan. Congress considered a plain vanilla requirement, but ultimately took the path 
of least resistance after fi erce lobbying by the fi nancial industry and neither imposed 
nor rejected that option. The possibility remains that the CFPB could impose such a 
requirement. 

Reining in Rogue Behavior 
As we discussed earlier, compensation practices in the mortgage industry harmed bor-
rowers while reaping huge profi ts for exploitative and fraudulent mortgage brokers, 
loan offi cers, and appraisers, among others. These compensation schemes encouraged 
rogue practices, and the law did not deter them. Yield spread premiums rewarded 
brokers who arranged costly loans even when borrowers qualifi ed for cheaper prod-
ucts. A similar compensation structure awarded loan offi cers at many banks. The 
Dodd-Frank Act forcefully takes on this practice by banning yield spread premiums 
altogether. Loan originators can no longer be compensated based on any loan term 
except the size of a loan.19 Dodd-Frank also tackles the problem of appraisers who 
lined their pockets by infl ating property valuations to please the brokers and lenders 
who gave them business. The new law has strong provisions to ensure that appraisers 
do not have such confl icts of interest.20

While Dodd-Frank addresses the carrots that could lure loan originators and 
appraisers into unfair practices, it does not strengthen the stick that can be wielded 
against them. For the most part, brokers and appraisers who are not employed by large 
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companies have little in the way of assets. This often means that they are judgment-
proof if borrowers sue them, which in turn reduces incentives for them to behave 
ethically and denies recovery to injured borrowers in the event of wrongdoing. Our 
recommendation is for the federal government to impose minimum capitalization 
requirements on brokers and appraisers. Congress could have made this move when 
writing the Dodd-Frank Act. Instead, the law leaves out capitalization mandates for 
appraisers and simply provides that the CFPB “may prescribe rules” imposing bonding 
or other fi nancial requirements on brokers.21

ENSURING ACCESS TO AFFORDABLE CREDIT

Although we advocate a return to careful underwriting, we don’t endorse a return to 
the era when credit was only available to people with substantial resources. Increased 
consumer protection under the Dodd-Frank Act, together with the recent contraction 
in credit markets, will affect access to private sources of credit for people with modest 
incomes and weak credit histories. Thus, it is critical for the government to step in and 
facilitate safe, sustainable loans where credit is scarce, especially given the importance 
of homeownership as an asset-building tool. 

Often, lower-income people don’t qualify for loans that could be sold to Fannie 
Mae or Freddie Mac because they don’t meet the credit score or debt-to-income ratio 
requirements, both of which have become more stringent. Their alternative, the FHA 
loan program, has lower down-payment requirements but requires an upfront 
mortgage insurance premium of 1.5 percent of the loan amount. The key to helping 
cash- constrained people buy homes is savings programs where they can accumulate 
money for down payments, FHA insurance premiums, and unexpected expenses like 
home repairs. The government should fi nance a matched savings program for lower-
income households. In addition, the government should give tax credits to people in 
lower tax brackets who salt away money in special home ownership funds. 

Private savings programs have gained traction and could also help people amass 
down payments or emergency funds. For example, the nonprofi t Doorways to Dreams 
has harnessed people’s fascination with the lottery to create a “save to win” program. 
On average, households spend $479 each year on lottery tickets, and as much as 80 
percent of lottery sales are from households with incomes under $50,000. Participants 
in the “save to win” program put the money they would have spent on lottery tickets 
into a credit union account, and every month they have a chance to win prizes, like 
a laptop or MP3 player. In the fi rst seven months of “save to win,” participants saved 
$4.67 million.22

The Dodd-Frank Act takes a small step in this direction by authorizing programs 
designed to help low- and moderate-income people set up bank accounts.23 Much 
more is needed. The government needs to make a stronger policy and fi nancial com-
mitment to savings programs and credit for people of modest means. 

DATA LIMITATIONS

To date, private industry has controlled the key data on mortgage lending. The indus-
try has selected who has access to its data, on what terms, and at what cost (which 
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almost always has been prohibitive). Furthermore, the government has had no say in 
what information is collected or how it is organized, and has had no way of assessing 
the reliability of the data. 

Until recently, government efforts to collect home mortgage data were minimal 
and the data were not very useful. Lenders did not have to report borrowers’ credit 
scores, the terms of their loans, or the compensation paid to loan originators.24 No 
federal agency had responsibility for identifying and reviewing new loan products as 
they came on the market. Similarly, until recently, the government did not track the 
performance of different types of mortgages, which made it diffi cult to understand the 
relationship among subprime loans, underwriting, and defaults. 

When subprime loans began to fl ood the market, researchers within and outside 
the government sought to analyze the loans’ hazards, but data limitations hampered 
their efforts. Likewise, as policy proposals emerged, researchers could not fully assess 
the implications of those proposals because they did not have enough information. 
With the subprime crisis, the government suddenly saw the value in collecting data 
and began gathering loan performance data from servicers. Had the government been 
tracking loan terms and performance all along, the crisis might have been averted. 

The Dodd-Frank Act opens the door to more extensive data collection, which 
should allow policymaking that is better informed. The law amends the Home 
Mortgage Disclosure Act to mandate reporting of information such as credit scores, 
points and fees paid, prepayment penalties, rate reset features in adjustable-rate 
mortgages, and property values.25 In addition, a new national database will track 
loans in default and foreclosure.26

Although obtaining this information is certain to help government agencies  analyze 
mortgage markets and detect emerging problems, the data-reporting requirements in 
the law are incomplete. Some provisions simply suggest data fi elds that the CFPB 
could require if deemed appropriate. Others leave open the form in which the data 
are supplied. And, importantly for nongovernmental researchers, the law defers to the 
CFPB to determine who has access to the data. The CFPB needs to make sure that 
mortgage data are not locked up in government and industry hands, leaving the public 
with anecdotes and no meaningful information.

MAKING PRIVATE-LABEL SECURITIZATION SAFE

No reform of mortgage origination can be complete without addressing the role of 
Wall Street. Private-label mortgage securitization will inevitably return in one form or 
another. Just as surely, investors will eventually forget the lessons of the crisis. To avoid 
repeating the mistakes of the past, we must put private-label mortgage securitization 
on a sound footing. The Dodd-Frank Act transforms securitization by increasing 
oversight, reducing confl icts of interest, and forcing industry actors to retain more risk. 
We laud these efforts, but urge the law to go further. 

Improved Due Diligence by Investors
A critical reform is giving investors the ability to conduct meaningful due diligence 
before purchasing private-label, mortgage-related bonds. To accomplish this task, 
there must be transparency, simplifi cation, and standardization, plus rating agency 
reform.
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Transparency
The Dodd-Frank Act addresses transparency by charging the SEC to adopt regula-
tions requiring that the issuers of asset-backed securities disclose loan-level data so 
investors can assess the risks of securitized mortgages. In the act, Congress also 
required that the SEC write rules mandating that the rating agencies disclose the 
accuracy of their initial credit ratings on asset-backed securities and make public any 
changes to those ratings.27 This will help investors assess the reliability of ratings. 
However, the law still does not require rating agencies to conduct routine updates 
of their ratings of securities. As a result, investors will not know whether the initial 
ratings were predictive until long after they bought their securities.

Product Simplifi cation and Standardization
The government should encourage simpler, standardized securitization products, 
whether through the tax rules or rules governing permissible investments by insured 
banks and thrifts. Similarly, the government should explore ways to build a liquid 
secondary trading market in private-label RMBS and other bonds. The Dodd-Frank 
Act falls short in these areas.

Rating Agency Reform
Although the Dodd-Frank Act did strengthen oversight of credit rating agencies, the 
act omitted the most needed reform: a ban on the “issuer pays” system, in which issuers 
pay for ratings. As long as that system persists, rating agencies will work for issuers, 
not investors. In addition, we need to fi x grade infl ation for mortgage-backed fi nance 
by creating a new, different ratings scale for mortgage bonds to distinguish it from the 
ratings scale for corporate bonds. As recent events showed, a AAA-rated RMBS 
or CDO did worse on average than a AAA-rated corporate bond. Finally, NRSRO 
designations should be abolished.28

Protecting Borrowers and the Financial System
Reforms that help investors police lenders and arrangers do not guarantee that inves-
tors will exert their infl uence to curtail abusive lending. If profi ts are high—even if 
they are ultimately short-lived—investors will often throw caution to the wind. For 
this reason, the law should create incentives for investors to avoid fi nancing abusive 
lending. 

Assignee Liability Provisions
To give teeth to minimum federal underwriting standards, injured borrowers must 
be able to raise claims as well as defenses if they are sued for foreclosure. As the law 
currently stands, if lenders or brokers violate the law when making loans, borrowers 
can typically sue them for relief. Alternatively, borrowers can refuse to pay their loan, 
and defend their failure to pay on grounds that the loans were illegal.29 This path is 
available only if the original lender still owns the loan.

Once loans are sold up the lending food chain, it is investors who foreclose on bor-
rowers. Paradoxically, in most states borrowers cannot defend foreclosures brought 
by investors on grounds that their loans were illegal. Similarly, most  borrowers can-
not bring affi rmative claims against investors who were not the loan originators. 
The reason for this limitation on borrowers’ rights is a legal doctrine called the 
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holder in due course (HDC) rule. The HDC rule prevents borrowers from asserting 
most claims and defenses based on illegal origination practices against subsequent 
owners of their loans so long as the owners paid a fair price and were unaware of the 
wrongdoing.30

The HDC rule has arbitrary and unfair consequences for borrowers. As soon as a 
loan is sold, borrowers lose important legal rights even though they do not have the 
power to prevent the sale of their loans and are not compensated for the loss of their 
rights. Why should borrowers lose the ability to challenge an illegal or fraudulent loan 
just because the loan was sold? We contend that the law should not be complicit in 
granting foreclosures on illegal loans. 

The HDC rule has another perverse effect that contributed to the fi nancial crisis. 
As a result of the HDC rule, no one who purchases a loan has enough incentive to 
“police” lenders to be sure the loans comply with the law.31 In fact, the opposite is the 
case. Purchasers have an incentive not to investigate the loan origination or loan terms 
because an investigation could reveal wrongdoing at origination, in which the case the 
owner could lose its status as a holder in due course. Eliminating the HDC rule would 
eliminate the unfairness it imposes on borrowers, increase due diligence, and reward 
careful underwriting. 

When the owners of securitized loans, which are literally securitization trusts but 
effectively are the investors in the securities, bear some of the burden of wrongdoing in 
the origination of loans, the legal term of art is assignee liability. Imposing liability on 
assignees is not a new idea. In consumer loans for goods and services, there is already 
assignee liability. In addition, several states impose assignee liability, as does the federal 
Home Ownership and Equity Protection Act, for a slice of high-cost mortgages.

Some argue that broad assignee liability would reduce access to credit. With a 
team of economists, we examined that question by looking at the effect of nine state 
assignee liability laws on the availability of subprime credit. Our study found “no 
defi nitive effect of assignee liability on the likelihood of subprime originations, even 
when the [assignee] liability provisions are in their strongest form.” Subprime origi-
nations actually rose in six of the nine states that had assignee liability. Results were 
mixed in the other three states, depending on how subprime lending was defi ned. No 
state with assignee liability reported a consistent drop in subprime originations.32

In short, assignee liability is not likely to impede access to credit. To the contrary, 
relief for borrowers will provide needed incentives for originators, Wall Street, and 
investors to securitize only those loans that borrowers can repay. It will further ensure 
that the courts are not used to enforce loans that were illegal out of the gate.

The Dodd-Frank Act does adopt limited assignee liability. In a foreclosure or 
collection action, a borrower can defend the action if there was any violation of the 
provisions of the law governing yield spread premiums or affordability. This holds 
true even if an assignee owns the loan and is the one suing the borrower. Successful 
borrowers can have the amount they owe the assignee reduced according to a damages 
scheme specifi ed in the statute.33

Effective assignee liability provisions must expand beyond this narrow scope. If 
assignees sue on illegal contracts, borrowers should be able to defend nonpayment 
based on the illegality. In addition, they need the right to collect from assignees if orig-
inators engaged in unlawful practices or made their loans on unlawful terms. Investors 
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have the power to police lenders; assignee liability will give them the incentive to 
exercise that power. 

Arranger Liability
So far, our proposal for imposing liability on entities in the lending food chain has not 
touched on arrangers. The only ways arrangers can be liable to injured borrowers 
under current law is if they were involved in or aware that lenders were making illegal 
loans. If the goal of legal reform is to increase scrutiny of loan terms and lending prac-
tices, arrangers need skin in the game too. 

The fi nancial reform bill does put some onus on arrangers by requiring that they 
retain 5 percent of the credit risk of any security backed by residential mortgage loans.34

This risk retention provision is not a panacea. Depending on the profi ts arrangers 
make, 5 percent may be too low a number, especially given that people with unlawful 
loans may refi nance their way out of the loans and thus never expose arrangers to any 
credit losses. To keep arrangers vigilant, we recommend that they also be liable for 
unlawful lending if the broker, lender, or other responsible party is insolvent. This 
legal liability will increase arrangers’ commitment to overseeing both the loans and the 
parties involved at loan origination.

Remove Artifi cial Barriers to Cost-Effective Loan Modifi cations
Too many distressed loans needlessly went into foreclosure when property values 
crashed, despite the availability of cost-effective loan modifi cations. Not only did 
these foreclosures oust borrowers from their homes, they needlessly depressed home 
values for everyone else. It is time to cut this Gordian knot.

Most securitized loan pools are created as Real Estate Mortgage Investment Con-
duits, or REMICs, under the federal tax code. Any securitization vehicle that qualifi es 
for REMIC treatment is exempt from federal income taxes. Congress or the Internal 
Revenue Service should amend the REMIC rules to disqualify future mortgage pools 
from favored REMIC tax treatment unless pooling and servicing agreements and 
related deal documents are drafted to give servicers ironclad incentives to participate 
in large-scale loan modifi cations when specifi c triggers are met.35

Dodd-Frank takes bold steps toward protecting consumers, with the ultimate effect of 
reducing the threat of systemic risk. The consumer protection reforms do not, how-
ever, eliminate that threat altogether. Rather, as we discuss next, interventions are 
needed at every link in the fi nancial system to contain systemic risk. 
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a
Containing Contagion

By resolving the subprime crisis with bailouts, the federal government put us at 
increased danger of more severe fi nancial crises in the future. Its job now is to avert 

those crises going forward.
Bear Stearns, Fannie Mae, Freddie Mac, AIG, GM, and Chrysler were the most 

obvious benefi ciaries of the government’s largess. What is less well understood is 
the extent to which policymakers bailed out entire fi nancial sectors. The Fed gave 
investment banks unheard-of access to discount window loans and domestic auto 
suppliers got massive bailouts. In an astonishing number of instances—witness the 
markets for commercial paper, housing fi nance, and asset-backed securities—the fed-
eral government became the lender of fi rst resort after private market mechanisms 
broke down. Uncle Sam even issued blanket guarantees on money market funds and 
Fannie Mae and Freddie Mac obligations in order to keep the money market and 
housing industries afl oat. 

These crisis interventions reached their apex with respect to commercial banks. 
Before 2008, banks and thrifts got federal subsidies in the form of access to the 
Fed’s discount window plus deposit insurance guarantees of $100,000 per depositor. 
These subsidies looked positively quaint, however, compared to the subsidies federal 
regulators handed out in the fall of 2008. At that point, the FDIC upped the deposit 
insurance cap 150 percent to $250,000 and lifted it altogether for business check-
ing accounts. Both actions were supposed to be temporary, but Congress made the 
$250,000 cap permanent in the Dodd-Frank Act.1 The FDIC also guaranteed senior 
debt issued by banks and over 700 banks took capital infusions under TARP. Mean-
while, the Fed eased access to its discount window, which meant banks could borrow 
funds without sending a signal that they were in desperate fi nancial straits.2

Absent at least some of these interventions, the world’s fi nancial order would 
likely have collapsed, resulting in global depression and incalculable human toll. In 
the process, however, the government sowed the seeds of future fi nancial instability 
by sending businesses a message that they can pursue senseless strategies in search of 
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higher yields because shareholders will reap the profi ts and Uncle Sam will absorb any 
losses if fi rms are too big to fail.3 The result of the bailouts was moral hazard.

A disclosure by the mutual fund company Dodge & Cox provided a telling illustra-
tion of the potency of moral hazard. In a 2008 quarterly report to investors, the Dodge 
& Cox Stock Fund defended its decision to hold onto stock in Fannie Mae, AIG, and 
Wachovia, saying that it had relied on the fact that federal regulators had “provid[ed] 
banks with breathing room and fl exibility needed to overcome temporary challenges” 
during the last two banking crises.4 In choosing its investments, Dodge & Cox pro-
ceeded on the assumption that if Fannie Mae, Wachovia, and AIG became insolvent, 
the federal government would bail out shareholders to avoid damage to the fi nancial 
system and thus protect Dodge & Cox investors. 

In 2008 and 2009, the United States made the too-big-to-fail problem worse in 
four critical ways. It singled out nine fi nancial giants to receive $125 billion in TARP 
funds, sending an unmistakable message that those fi rms were too big to fail. It bro-
kered emergency mergers of Countrywide with Bank of America, Bear Stearns with 
JPMorgan Chase, Merrill Lynch with Bank of America, and Wachovia with Wells 
Fargo, causing the resulting institutions to swell in size. It encouraged investment 
banks like Goldman Sachs and Morgan Stanley to become bank holding companies 
to allow them to tap insured bank deposits and the discount window. Later, during the 
stress tests, the Fed anointed still more large institutions as too big to fail. 

The New York Times columnist Floyd Norris astutely said, “If an activity is impor-
tant enough to justify a government nationalization to prevent a default, it is important 
enough to be regulated.”5 For this reason, too-big-to-fail fi rms need to be reined in in 
three essential ways. First, the law should require federal regulators to put failing fi nan-
cial giants into receivership before stabilizing them with federal aid. The Dodd-Frank 
Act contains landmark provisions to this effect. Second, the nation needs a systemic risk 
regulator to track and address looming systemic risks. Dodd-Frank tackles this issue as 
well, albeit in an abstruse and clumsy manner. Finally, swaps need to be moved onto 
exchanges as much as possible, and swaps that bet on the performance of assets owned 
by others should be banned. Here, Dodd-Frank’s new provisions for swaps regulation 
fall seriously short of the mark. 

HOLDING INVESTORS AND MANAGERS 
RESPONSIBLE

Government promises of “no more bailouts” will not eliminate moral hazard. Rather, 
the government has to forge a no-bailout policy that is credible and holds investors 
and managers responsible for their actions. When fi nancial companies fail, share-
holders must lose their investments and managers must lose their jobs. We can no 
longer allow shareholders, like those at Bear Stearns, to extract concessions if the gov-
ernment lends a hand. The only way that shareholders and managers will manage their 
companies responsibly is if their investments and jobs depend on the company’s health.

For a “no bailout” message to be credible, the government must force failing fi nan-
cial megafi rms into receivership. The purpose of special receivership procedures is to 
allow the federal government to seize insolvent fi nancial giants, fi re their managers, 
and wipe out their shareholders. After a company goes into receivership, the federal 
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government then needs the power to stabilize the company to halt any spillover effects 
that could damage the larger economy. Following that, the government would liqui-
date the company or sell it to private investors.

This idea is hardly new. The United States has used federal conservatorship and 
receivership procedures for years to resolve failed banks and thrifts. Every time 
the FDIC seizes a depository institution, it invokes those procedures. The FDIC’s 
resolution process has had remarkable success in quelling panics surrounding bank 
failures. Often the FDIC is able to sell the good parts of a failed bank immediately 
upon seizure; even a six-month delay is rare. In addition, once a fi rm is put into 
receivership, the government can seize its toxic assets and hold them, if necessary, for 
later resale when market conditions improve. That way, toxic assets can be removed 
from a failed bank’s books without requiring parties to reach agreement on a sales 
price during a period of market turmoil (which was the fatal fl aw of the original toxic 
assets plan under TARP).

Until the Dodd-Frank Act, the FDIC’s receivership authority extended only to 
failed banks or thrifts, not to their holding companies or other types of fi nancial fi rms. 
That is why, when Bear Stearns and AIG faced collapse, the government could not 
put them into receivership and ended up bailing them out instead, with the attendant 
moral hazard.

Now, under Dodd-Frank, the federal government has the power to put an insol-
vent fi nancial company that poses a signifi cant risk to the fi nancial stability of the 
United States—whether it is a bank holding company, investment bank, insurance 
conglomerate, hedge fund, or other fi nancial fi rm—into FDIC receivership.6 The 
FDIC must liquidate the company by selling off the company’s assets and liabilities to 
satisfy creditors, according to their priority for payment.7

Why Isn’t Bankruptcy Enough?
At this point, one might ask, why not just force failing fi nancial giants into bank-
ruptcy? That is what the government did with Lehman Brothers and it could have 
forced AIG and Bear Stearns into bankruptcy, too. As the events of 2008 showed, 
however, bankruptcy is not always the right solution. 

The central problem is this: bankruptcy proceedings do not stop fi nancial con-
tagion from spreading to other fi rms. Bankruptcy is designed to address competing 
claims for a failed company’s assets, not the risk of a domino effect endangering other, 
solvent fi rms. While bankruptcy procedures work well for the vast majority of failing 
companies, they do not work well for banks or other systemically important fi nan-
cial fi rms during times of economic crisis. As the fallout from the Lehman Brothers 
bankruptcy demonstrated, putting a major fi nancial player into bankruptcy can ignite 
fi nancial panic and threaten the solvency of other fi nancial fi rms. This is, in part, 
because bankruptcy trustees lack the power to maintain key fi nancial activities, such as 
payments, settlements, securities trading, brokerage accounts, and sensitive derivatives 
obligations.8 If payment or settlement systems are disrupted, the wheels of commerce 
and fi nance can quickly grind to a halt. This is why Congress created separate resolu-
tion procedures for failed banks.

At the same time, in crafting Dodd-Frank, Congress did not want regulators to 
invoke federal receivership unless a failing fi nancial fi rm actually jeopardized the nation’s 
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fi nancial system. Consequently, Dodd-Frank states that the federal government can-
not put an insolvent fi nancial fi rm into receivership unless at least two-thirds of the 
governors of the Federal Reserve Board and the members of the board of the FDIC 
fi nd that the country’s fi nancial stability is at risk and recommend receivership.9 Once 
they make this decision, the Treasury secretary, in consultation with the president, 
must agree that the fi rm threatens the larger economy, at which point the secretary can 
initiate receivership proceedings. If the ailing company’s directors oppose receivership, 
the secretary must go to federal court for an order appointing the FDIC as receiver. In 
that proceeding—which is “strictly confi dential” and must occur within twenty-four 
hours—the court has to decide whether the company is actually a fi nancial company 
and on the verge of failure. Unless all of these preconditions are satisfi ed, bankruptcy 
is the only route available for resolving insolvencies among fi nancial companies that 
are not banks or insurance companies.10

Who Should Face Market Discipline?
As we mentioned, a fi nancial giant’s failure can cause fi nancial paralysis unless the 
receiver keeps key fi nancial systems afl oat. With a fi rm like Bear Stearns or Lehman 
Brothers, the government will likely need to furnish short-term guarantees to over-
night lenders and derivatives counterparties to preserve the company’s liquidity and 
unwind the company’s assets in an orderly manner. It may also need to segregate 
brokerage accounts to discourage anxious hedge funds from moving their prime 
brokerage accounts to other fi rms. Dodd-Frank provides the FDIC with these and 
other powers to keep fi nancial systems smoothly operating while a failed fi nancial fi rm 
is winding up.11

FDIC guarantees and other methods of reassuring creditors solve the problem of 
fi nancial disruption but create another problem. They undermine market discipline. A 
basic tenet of market discipline is that a company’s unsecured creditors—whether they 
are bondholders, or other holders of the company’s unsecured debt—should absorb 
their share of any losses. The thinking is that the prospect of losses gives short-term 
unsecured creditors an incentive to police the parties to whom they extend credit. 
When a fi rm is insolvent, however, there is the risk that short-term creditors will 
simply head for the exit, triggering a liquidity run that could widen into contagion. 
For this reason, Michael Krimminger, an FDIC policy advisor, has noted that while 
making creditors whole “is not the optimal approach to control moral  hazard,” it “may 
be a necessary trade-off for continued functioning of critical settlement and payment 
processes.”12

The Dodd-Frank Act includes a clever solution to this problem by allowing the 
FDIC to make emergency guarantees or payments to outside creditors during the fi rst 
critical days of a receivership. The agency then has fi ve years to assess creditors for all 
guarantees or other payments that exceeded their share of recovery.13 This allows the 
FDIC to halt contagion during the initial fallout from the receivership, but requires it 
to collect any windfall to creditors once the fi nancial crisis has subsided.

Who Should Pay and When?
A separate issue is whether the cost of receivership should be funded in advance by 
fi nancial institutions, akin to FDIC deposit insurance, or paid for ex post through 
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special assessments on the fi nancial industry. Under an ex post system, special 
assessments could be stretched out over time to avoid overtaxing institutions  during 
times of economic stress.

Proponents of advance funding argue that requiring giant fi rms to pay premiums 
for the systemic risk that they create will force them to internalize that risk. Oppo-
nents claim that creating a standing fund by charging premiums will lead to moral 
hazard, just as the existence of the Deposit Insurance Fund arguably lulls managers, 
shareholders, and creditors of some banks into taking imprudent risks. This latter 
claim fi nds support in empirical research that shows that explicit deposit insurance 
systems do, in fact, create moral hazard compared to funding after the fact.14

An ex post system has an undeniable downside. In an ex post system, the receiver 
lacks a dedicated fund to draw on to stabilize a failed fi rm. This creates the danger 
that the agency will delay putting an insolvent company into receivership because 
it does not have funds on hand. Consequently, if an ex post system is adopted, it 
will only work if the agency has assurance of immediate access to suffi cient funds, 
with no strings attached, to fi nance receivership operations until the special assess-
ments kick in. Requiring the receiver to negotiate with the Treasury Department 
for funds could undermine the system. Requiring the receiver to go to Congress for 
an appropriation would be disastrous. Unless an immediate, unconditional funding 
mechanism was in place, an ex post system would be tantamount to no resolution 
system at all. 

Congress resolved this issue in Dodd-Frank by adopting an ex post funding
mechanism that will likely turn into a standing fund over time. Whenever a fi nancial 
company is put into federal receivership, the FDIC can raise cash for receivership 
expenses by selling obligations to the secretary of the Treasury, which the secretary 
may resell to the public in the form of Treasury bonds. The obligations are subject 
to a dollar cap, and the FDIC cannot issue them without agreeing with the Treasury 
secretary on a repayment plan. Dodd-Frank requires the FDIC to repay these obliga-
tions in sixty months, fi rst by collecting any overages from the creditors who received 
them and then by levying risk-based assessments on companies presenting systemic 
risk.15

While the statute did not create a standing fund at the outset, a standing fund 
will eventually come to pass because Dodd-Frank requires the FDIC to deposit the 
proceeds from the sale of the obligations, along with the assessments, interest earnings, 
and repayments, into a new “Orderly Liquidation Fund.” Two of the law’s provisions 
seem to contemplate an ongoing fund once it is created. For one thing, the law permits 
the fund to invest any excess cash beyond the FDIC’s current needs in Treasury bonds. 
For another, Dodd-Frank provides that the fund will be available to pay for current 
and future receiverships, as well as to retire debt.16

This setup avoids exacerbating moral hazard for the moment by postponing cre-
ation of the Orderly Liquidation Fund until the fi rst fi nancial company is put into 
receivership. But once the fund comes into being, its presence will layer a new source 
of moral hazard on top of that already created by the Deposit Insurance Fund. 
To some extent, this moral hazard will be mitigated by a risk-based assessment 
requirement, which will help make megabanks internalize the costs of the systemic 
risk they create. The experience with risk-based assessments in deposit insurance 
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suggests, however, that such assessments help reduce moral hazard from a standing 
fund but do not eliminate it. 

Minimizing the Risk of Bailouts
An effective and believable “no bailout” message must include prohibitions on giving 
federal aid to ailing megafi rms unless they are in receivership.17 This means prohib-
iting the executive branch and other federal agencies from giving fi nancial support 
in the form of cash infusions, government guarantees, discount window loans, or 
government-assisted mergers to fi nancial fi rms that face imminent collapse, but are 
not yet in receivership. Likewise, the Federal Reserve Board should not be allowed 
to use its “unusual and exigent circumstances” power under Section 13(3) of the 
Federal Reserve Act to shore up insolvent fi rms. Section 13(3) should be strictly 
limited to relief to viable fi rms or for industry-wide relief during times of fi nancial 
crisis and only with the written consent of the Treasury Department. In addition, 
Congress should  prohibit the FDIC from invoking its special authority to bail out 
distressed banks when there is systemic risk.18 Without these restrictions on federal 
bailouts of megafi rms, the receivership procedures will not ensure “no more bailouts.”

Dodd-Frank is replete with provisions aimed at banning bailouts. The legislation 
sternly states, for example, that “no taxpayer funds shall be used to prevent the liqui-
dation of any fi nancial company” through FDIC receivership.19 Congress stripped 
the FDIC of its power to bail out distressed banks or thrifts because of systemic risk. 
Similarly, the federal government cannot dip into the Deposit Insurance Fund or 
Federal Reserve facilities under Section 13(3) to avoid putting a dying fi nancial fi rm 
into bankruptcy or receivership. Once a fi nancial fi rm goes into FDIC receivership, all 
funds spent to liquidate it must come from the failed company’s assets or the fi nancial 
sector; by law, taxpayers shall not bear any of those losses.20

These provisions look good on paper. The question is whether the executive 
branch, the Federal Reserve, and Congress will observe them in the heat of future 
fi nancial crises. The historical evidence is mixed. On the plus side, when the Federal 
Reserve invoked its extraordinary bailout powers under Section 13(3) in 2008, it did 
stay within the law (though pushing the law’s outer limits). On the minus side, during 
the savings and loan crisis of the 1980s and the events of 2008, regulators—in order 
to avoid political controversy or retain turf—delayed using the powers they already 
had to put failing banks and thrifts into receivership. Similarly, the TARP legislation 
showed that Congress is capable of legislating mammoth bailouts at taxpayer expense 
when the fi nancial pressure becomes unbearable. Just as Congress could enact TARP, 
it could repeal the no-bailout provisions in Dodd-Frank.

Ultimately, whether these provisions survive comes down to political will. While 
the past is not encouraging, there is some reason for hope. By and large, federal 
regulators attempt to operate within the law—often creatively, but within the law 
nevertheless. By making it illegal to tap potential major sources of bailout funds, the 
“no bailout” provisions in Dodd-Frank put pressure on regulators to initiate timely 
receivership proceedings. The new receivership procedures also give regulators an 
alternative to bailouts and bankruptcy that they did not have in 2008. And the pro-
cedures do so in a way that permits the federal government to disburse funds (subject 
to future recovery) to halt a ripple effect at other fi nancial fi rms.21
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A SYSTEMIC RISK REGULATOR

Before the passage of the Dodd-Frank Act, there was no regulator tasked with 
detecting mounting risks in the fi nancial system and defusing them. Dodd-Frank’s 
response is to create not one systemic risk regulator, but two. Under the law, the 
Federal Reserve Board has expanded powers to supervise large nonbank fi nancial 
fi rms for systemic risk. In addition, the statute creates a new Financial Stability 
Oversight Council made up of state and federal regulators. The Council has respon-
sibility for deciding which nonbank fi nancial companies are subject to systemic risk 
oversight by the Fed. The Council is further charged with monitoring systemic risk, 
recommending stricter prudential standards, and resolving turf wars among federal 
fi nancial regulators.22

Early Warning System
Previously, no U.S. agency had the data to pinpoint the location and size of risks to the 
fi nancial system. Likewise, there was no way to assess who was threatened by conta-
gion if a major fi nancial player failed. Sources of this information were fragmentary 
and incomplete. SEC and bank regulatory reporting systems focused on the fi nancial 
condition of individual institutions, not on interdependencies among those fi rms. 
Worse, hedge funds and private equity fi rms were exempt from registration and 
reporting despite their potential systemic risk. 

As late as 2010, twelve years after the Fed had to avert a fi nancial meltdown by 
Long-Term Capital Management, hedge funds and investment banks were still able 
to shroud themselves in secrecy from the Fed. No one knew for sure where toxic 
assets were hidden or who the key counterparties were. That is why, when the Federal 
Reserve Board was pressed to rescue Bear Stearns, it did not know the company’s 
condition. Similarly, the credit markets crashed in September 2008 because no one 
with cash to lend could tell who was a good credit bet. 

The Dodd-Frank Act is fi lled with new reporting requirements designed to lift this 
veil of darkness. The act creates a new Offi ce of Financial Research to collect data on 
systemic risk from banks and nonbank fi nancial fi rms. These data include information 
on fi nancial companies’ counterparty exposures, capital and leverage, funding sources, 
credit concentrations, and aggregate positions. The Council has full use of the data to 
analyze emerging fi nancial risks. In addition, the Federal Reserve Board may impose 
its own reporting requirements on the nonbank fi nancial companies within its juris-
diction. Hedge funds are also, for the fi rst time, required to report data on systemic 
risk. Lastly, the law contains expanded reporting requirements for home mortgages 
and asset-backed securities.23

In the derivatives area, Dodd-Frank spearheads new market mechanisms to make 
mandatory reporting possible. Its major innovation is to require real-time reporting 
of data on all swap transactions to a centralized swap data repository or SEC or the 
Commodity Future Trading Commission. The data must include the volume and 
the price of swaps trades. Each repository will make data on individual transactions 
available to regulators on a confi dential basis. In addition, the statute promotes price 
competition by requiring exchanges, clearinghouses, and other swap-trading facilities 
to publicly disclose the terms and conditions of every swap transaction that is cleared 
and settled, including volume and daily settlement prices.24
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The result is a wealth of new fi nancial information that the Council and the Fed 
can use to track the movement of investors into specifi c asset classes, the spread of 
risky investment strategies, mounting leverage, and the rapid growth of swaps liability 
at any one counterparty like AIG. Dodd-Frank does not give the Council or the Fed, 
however, the full power they need to collect data on systemic risk. Instead, Congress 
instructed both bodies to rely, “to the fullest extent possible,” on reports made to other 
regulators, on publicly available information, and on audited reports.25 Even for for-
eign companies, Congress told the Council to rely, whenever possible, on information 
collected by foreign regulators that is translated into English.26 Here, Congress made 
a mistake If the Council and the Fed use these instructions as an excuse to rely on 
fragmentary reports from sister regulators, the government has little hope of obtaining 
an overarching view of the fi nancial universe.

Supervision and Regulation
It is not enough for the Council and the Fed to know of developing risks. When sys-
temic threats appear, the Fed and the Council need to take action. Capital regulation 
and reducing the size of fi rms are two key tools to reducing the threat megafi rms pose 
to the economy.
Capital Regulation. 
In theory, capital regulation should discourage fi rms from spawning systemic risk by 
reducing their dependence on debt fi nancing and raising the cost of concentrating in 
highly risky activities.

Basel I was a failed attempt at risk-weighted capital regulation. Basel I’s capital 
standards encouraged the reckless growth of subprime mortgages and private-label 
securitization and failed to stop the top U.S. banking companies from becoming 
undercapitalized during the housing bubble. Basel II intensifi ed these problems by 
allowing megabanks to gauge their own capital levels using internal models.

Given the fl aws in the existing risk-based capital rules, the better approach is the 
older, traditional minimum capital requirement from commercial banking regulation 
in tandem with risk-based measures and the imposition of higher capital requirements 
when systemic risks grow. (This traditional requirement is also called the leverage ratio 
and is different from the leverage ratio in securities regulation.) The historical leverage 
ratio has a number of virtues, not the least of which is simplicity. To compute it, you 
divide total shareholders’ equity by average total assets. This ratio is harder to game 
than risk-based ratios, and it is easy for regulators to monitor.

The Dodd-Frank Act embraces many of these ideas, but not all. The act requires 
federal banking agencies to establish minimum leverage capital (the traditional ratio) 
and risk-based capital requirements for insured banks and thrifts, their holding 
companies, and nonbank fi nancial companies supervised by the Fed. The law  further 
forbids regulators from reducing these minimum capital requirements below set 
numeric fl oors. Other provisions in the law mandate that bank regulators take account 
of the risks institutions pose to “other private and public stakeholders.” These risks 
include signifi cant volumes of derivatives, securitization, fi nancial guarantees, secu-
rities borrowing, repo lending, and overconcentration in a fi rm’s market activities.27

Dodd-Frank further allows the Council and the Fed to raise minimum capital 
requirements as systemic risk increases—an idea advanced by the economist Alice Rivlin. 
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If a fi nancial fi rm’s risk profi le or the economy overheats, the Council and the Fed 
may crank up capital requirements. This power extends to a wide range of fi nancial 
companies, among them investment banks, swaps providers, hedge funds, and private 
equity funds, not just commercial banks. Furthermore, capital requirements for the 
largest bank holding companies (with $50 billion or more in total assets) and for non-
bank fi nancial companies that are supervised by the Fed must now take into account 
off-balance-sheet liabilities.28

In another wise move, Dodd-Frank mandates annual stress tests like those per-
formed on large banks in the spring of 2009 to test fi nancial megafi rms’ ability to 
withstand different types of crises. The legislation requires publicizing the results of 
these exercises to the public and the press. This is another way of broadcasting the 
government’s commitment to avoiding future bailouts.29

Where the capital provisions of Dodd-Frank fall short is in not requiring fi nancial 
megafi rms to mark their assets to market. Mark-to-market accounting would make the 
traditional capital ratio more accurate by refl ecting the market value of a fi rm’s assets. 
A mark-to-market approach would also give the Council and the Fed more reliable 
notice when systemically important companies are approaching insolvency. This, in turn, 
would increase the likelihood that the government could put fi nancial companies into 
receivership while their net worth was still positive, which would reduce spillover effects.
Breaking Up Big Firms? 
During the fi nancial crisis, policymakers fl oated a controversial proposal to give the 
systemic risk regulator the power to break up fi nancial giants. Former Federal Reserve 
chairman Paul Volcker argued, for example, in favor of reinstating the Glass-Steagall 
Act’s ban on joint corporate ownership of investment banks and commercial banks. 
He also sought to prohibit commercial banking concerns from owning or sponsoring 
hedge funds and private equity funds. According to Volcker, breaking up fi nancial 
conglomerates was the only serious way to contain systemic risk because the largest 
fi nancial fi rms typically evade other forms of regulation.30

Throughout the long slog leading to the passage of the Dodd-Frank Act, most 
pundits doubted Volcker’s ability to secure enactment of his ideas. To the amazement 
of almost everyone, he prevailed in two major respects. First, Volcker persuaded Con-
gress to give the Council and the Federal Reserve joint authority to force fi nancial 
megafi rms to cap their growth or downsize if they pose a “grave threat” to the fi nancial 
stability of the United States.31 He also convinced Congress to curtail commercial 
banks’ and bank holding companies’ ability to engage in proprietary trading (using 
their own money to make bets on the market) and restricting their ownership stakes 
in hedge funds and private equity funds.32

There are other ways the Dodd-Frank Act encourages downsizing of fi rms. The 
most straightforward is a provision that allows the Council and the Fed to assess 
fi nancial megafi rms a higher capital charge than smaller fi rms to defray their added 
risk to the fi nancial system.33 Another section of the law empowers the Fed to force 
megafi rms to unload assets and engage in divestiture as a last resort if fi rms hit 
certain triggers. The last critical piece of the law that relates to the size of fi rms 
gives the Federal Reserve Board the authority to limit the growth of megafi rms by 
denying them approval to buy other companies that have total consolidated assets of 
$10 billion or more.34
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Congress could have taken an added step to reduce the size of fi rms: subject top 
executives at the biggest fi nancial conglomerates to stricter executive compensation 
rules that favor long-term returns over short-term profi ts. The urgency with which 
banks rushed to repay their TARP bailouts to avoid TARP’s restrictions on executive 
compensation suggests that executive pay restrictions are powerful motivators. With 
pay limits, fi rms would have a choice: downsize to escape pay restrictions and attract 
the best talent, or observe pay limits and stay big.

Searching for the Ideal Systemic Risk Regulator
During the debate over Dodd-Frank, there were several possible candidates for the job 
of systemic risk regulator, including the SEC, the Federal Reserve Board, some new 
agency, or a council of federal banking regulators. In the end, Congress took a dual 
approach, by dividing systemic risk oversight between the Council and the Fed, with 
the added overlay of the Offi ce of Financial Research as chief data collector. 

The Dodd-Frank Act assigns the day-to-day job of systemic risk regulation to the 
Federal Reserve Board. For fi nancial megafi rms that fall within the Fed’s jurisdiction, 
Congress gave the Fed broad powers to implement enhanced regulation and super-
vision, including reporting requirements, examinations, and enforcement. Doing so 
ensures that the Fed can act nimbly and fast. It also helps make the Fed accountable 
for its actions. 

Among the contenders for the job, the Federal Reserve Board was clearly the best 
suited. From its discount window operations to its historic purview over bank holding 
companies, the Fed has a view from the top that no other fi nancial regulator enjoys. In 
addition, the Fed already engages in consolidated entity regulation and has permanent 
examiners on-site at every major bank holding company. Beyond its examiners, the 
Fed has economists, lawyers, and policy analysts on board that are unrivaled by any 
other federal fi nancial regulator. Finally, only the Fed has the monetary tools at hand 
to intervene instantly to stabilize viable banks when systemic threats arise.35 That is 
why the Fed, not the SEC, took the lead in stabilizing investment banks during the 
crisis with Bear Stearns. 

Where Dodd-Frank goes wrong is in giving the Financial Stability Oversight 
Council sole power to decide which fi nancial megafi rms to subject to systemic risk 
oversight by the Fed. The decision which fi rms to regulate is the linchpin of the 
systemic risk regulatory scheme and should have been entrusted to a body that could 
act swiftly and decisively. The makeup of the Council suggests that it will be anything 
but swift and decisive. Nine of its ten voting members are powerful federal fi nancial 
regulators with a long history of agency infi ghting. In all likelihood, the Council will 
be prey to the same rivalries and delays that plague interagency rulemaking. Indeed, 
federal banking regulators could not even agree on an effective guidance on subprime 
mortgages—let alone binding regulation—until spring 2007, well after the crisis was 
under way. 

Having adopted the cumbersome Council model, the Dodd-Frank legislation 
makes it worse by requiring two-thirds of the Council (including the Treasury secre-
tary) to agree before subjecting a nonbank fi nancial giant to systemic risk regulation. 
This stiff supermajority requirement is a recipe for inaction, particularly in a body 
made up of warring agencies. Making matters worse, Dodd-Frank’s test for whether 
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a nonbank fi nancial company could jeopardize fi nancial stability is extremely vague.36

Together, these factors raise serious doubt whether all nonbank fi nancial megafi rms 
that need systemic risk regulation will receive it.37

There is another fl aw in the systemic regulator provisions of Dodd-Frank. In estab-
lishing the Council, Congress missed an opportunity to use the Council as a backstop 
in case the Fed shirks at its job. Although the Council has expansive powers, it does 
not have the authority to order the Fed to institute enforcement actions if a fi nancial 
giant under the Fed’s aegis goes astray. The Council cannot step in and examine those 
companies or sanction them if the Fed sits on its hands. By not giving the Council 
these powers, Congress passed up a valuable tool for prodding the Fed into action. By 
now, it is quite apparent that the Fed was lax in its oversight of bank holding com-
panies during the run-up to the credit crisis. Without someone nipping at its heels, the 
Fed could once again fail to fulfi ll its mandate. 

COUNTERACTING THE VIRAL EFFECT 
OF CREDIT DEFAULT SWAPS

In Dodd-Frank, Congress had to grapple with the explosive growth in credit default 
swaps that mutated into worldwide fi nancial contagion. Dodd-Frank’s swaps provi-
sions, however, are so technical, dense, and laden with loopholes that serious questions 
remain whether the new regulatory scheme will really rein in contagion from swaps.

Solving the Problem of Multilateral Exposure
The potential contagion from swaps trading stems from one key problem in the CDS 
market. That problem is that trading in over-the-counter credit default swaps results 
in multilateral rather than bilateral exposure.

By defi nition, trading on the over-the-counter market is not conducted on cen-
tralized exchanges. Rather, an end user will buy a derivative from a dealer. The dealer 
will want to get the exposure off its hands, and so it will typically buy an offsetting 
derivative from another dealer or end user who agrees to assume the risk. That pro-
tection seller, in turn, may enter into a third derivatives contract with a fourth party to 
offset its own risk. This daisy chain is how OTC swaps trading results in multilateral 
exposure. If the fi rst dealer defaults and infl icts losses on its protection buyer, the losses 
may force the protection buyer to default on its derivatives obligations down the line, 
causing losses to cascade.38

Looking at the difference between the notional size and gross size of the OTC 
swaps market gives some sense of the degree to which OTC trading magnifi es 
potential exposure. OTC swaps obligations are not netted at inception, so the mar-
ket’s notional size dwarfs its gross size. (Netting takes traders’ swap obligations with 
one another and cancels them out to calculate a fi nal net liability. The notional 
amount of swaps activity refers to the amount of outstanding swaps before they 
are netted.) In June 2008, at the height of the market, the total notional amount 
of outstanding OTC swaps worldwide stood at $638 trillion. The total gross value 
that month was only $20 trillion, just 3 percent of the total notional amount. Given 
the signifi cant risk that the OTC swaps market generates, a critical task of fi nancial 
reform is to cabin multilateral exposure whenever possible or, barring that, put it on 
safer footing.39
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Centralized Trading Platforms
One of the most compelling proposals to curb multilateral exposure from swaps trades 
is to move as many OTC trades as possible onto centralized platforms. The Dodd-
Frank Act seeks to accomplish this by requiring swaps contracts to be cleared through 
central clearinghouses, subject to certain exceptions.40

Centralized clearing shifts counterparty risk from end users to a central clearing-
house that assumes the risk. Let’s assume that Hannah and Eden enter into a deriva-
tives trade. If they clear it through a clearinghouse, they eliminate their credit exposure 
to each other. Instead of Eden, Hannah’s counterparty becomes the clearinghouse, 
which guarantees the performance of the contract. The clearinghouse also becomes the 
counterparty for Eden and for all other derivatives trades that it accepts for clearing. 
Then it nets the obligations, which reduces its total exposure to any one fi rm. 

Centralized clearing offers several advantages. First, centralized platforms help 
reduce exposure from multilateral trading by collapsing strings of multilateral expo-
sures into one set of bilateral, netted exposures to the clearinghouse. If a big trader 
like AIG collapses, no one who did swaps business with that trader will sustain a loss 
except the clearinghouse. In the process, clearinghouses make big fi nancial institu-
tions less interdependent. Clearinghouses also help stabilize large banks with trading 
operations by removing some swaps trades from their books. Finally, a timely report-
ing system for trades can benefi t customers by publicly reporting prices for all cleared 
transactions on a real-time basis, thus giving important information about the market 
value of CDS and the assets they reference.

Centralized clearing has its drawbacks. If a large clearinghouse failed, it could be 
a catastrophe for the fi nancial system. For that reason, Dodd-Frank subjects clear-
inghouses to stringent regulation to assure their solvency. As part of that regulation, 
clearinghouses must be deeply capitalized and maintain substantial funds to absorb 
any losses. Under the law, a clearinghouse must have enough capital to absorb all losses 
from the failure of its biggest counterparty and still operate properly without having to 
assess its members for additional capital.41 Dodd-Frank also requires clearinghouses 
to have robust risk management systems and makes traders post initial margins.42

In moving to centralized platforms, Congress created major exceptions to the 
mandatory clearing requirement. The big dealers opposed a mandatory clearing rule 
because it would make prices more transparent and take a bite out of their bid-ask 
spreads.43 After much debate (and lobbying), Congress punted, giving the Commod-
ity Futures Trading Commission and the SEC full authority to exempt certain swaps 
or categories of swaps from mandatory clearing. Similarly, Congress exempted many 
commercial end users of swaps, like utility companies and grain companies, from 
mandatory clearing even though they buy swaps from major dealers in daisy-chain 
transactions that spawn systemic risk.44 Finally, customized swaps escape centralized 
clearing entirely.

The Conundrum of Customized Swaps Contracts
It is easy to see the value and effi ciency of a clearinghouse for swaps, particularly if 
OTC swaps are standardized and, thus, can be easily traded and cleared through a 
central platform. The majority of OTC trades, however, are customized swaps that are 
not suitable for centralized clearing or for exchange trading. 
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Customization has the salutary effect of allowing buyers to tailor swaps to the 
exact risks they seek to manage. At the same time, customized swaps are illiquid by 
defi nition, which makes them diffi cult to trade and diffi cult to price. Even if the law 
sought to push all customized swaps onto centralized trading platforms, it is doubtful 
that those trading platforms could accommodate them. Centralized clearinghouses are 
reluctant to handle customized swaps because they would need market data to model 
the risks associated with the swaps and would have to compute daily gains and losses 
on positions. These data usually do not exist for bespoke CDS. 

For similar reasons, customized swaps are rarely suitable for trading on exchanges. 
This is because exchanges require a continuous stream of parties seeking to trade. 
Without a ready supply of willing and able buyers and sellers, exchanges cannot 
offer liquidity.45 This is not a hypothetical problem. Worldwide, the volume of 
swaps traded on exchanges is positively dinky compared to the volume of OTC 
swaps trades.46

Dodd-Frank attempts to address the impediments to exchange trading by requir-
ing many swaps that exchanges reject for trading—but not all—to be executed on less 
regulated electronic trading systems known as “swap execution facilities.” Like the 
centralized clearing requirement,  the centralized trading requirement is riddled with 
loopholes. For example, swaps are exempt from centralized trading altogether if no 
swap execution facility will accept them. In another exception, swaps that are exempt 
from the central clearing requirement can also escape centralized trading so long as 
an “eligible contract participant”—statutory jargon for a fi nancial end user—is on one 
side of the trade. This exception is the size of the proverbial Mack truck.47 That is why, 
before Dodd-Frank’s passage, Commodity Futures Trading Commission chairman 
Gary Gensler spoke out against this loophole, saying that 60 percent of standardized 
swaps—which could easily be cleared and traded on a centralized platform—would 
remain unregulated.48

The loophole for fi nancial end users was a major victory for the fi ve largest U.S. 
derivatives dealers, that is, JPMorgan Chase, Bank of America, Goldman Sachs, 
Morgan Stanley, and Citigroup, which reportedly handle up to 90 percent of deriva-
tives trades. During the fi ght over the Dodd-Frank legislation, their trade association 
opposed transparency in the trading positions and price of over-the-counter swaps by 
resisting centralized trading of swaps bought by fi nancial end users. The association’s 
stance came as no surprise because its members were the largest derivatives traders, 
and they reap billions of dollars in fees from opaque trades. Taken together, these 
loopholes mean that Dodd-Frank’s centralized clearing and exchange provisions will 
leave the majority of swaps trading untouched. 

Irrespective of the loopholes, customized swaps pose gnarly problems for process-
ing through clearinghouses and trading on exchanges. Dodd-Frank may make the 
problem worse by creating incentives for more customized swaps. To the extent that 
standardized swaps operate under one set of rules and customized contracts operate 
under another set with less transparency, there is a danger that swaps trading will 
migrate into the less regulated market with end users designing fi nancial instruments 
to be nonstandard to avoid having to use a clearinghouse or exchange. At the end of 
the day, the daisy chain problem will likely live on despite Dodd-Frank’s heralded 
passage.49
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Capital and Margin Requirements for Customized OTC Swaps
Swaps that are not cleared or centrally traded pose substantially higher risk to the 
fi nancial system. Congress tried to address the problems posed by customized swaps 
by mandating higher margin and capital requirements for swaps dealers and major end 
users.50 We have doubts whether these requirements alone are suffi cient to prevent 
OTC swaps from becoming Warren Buffett’s “weapons of mass destruction.”51 For 
one thing, the Dodd-Frank Act does not require sellers of OTC CDS to mark their 
exposures to market and adjust their margins on a daily basis. In addition, customized 
swaps have no ready resale market and no trading prices, so the capital and margin 
requirements for those derivatives will always rely on values generated by the same 
internal models that failed so miserably during the credit crisis.52 Even if we set aside 
the inherent biases and limitations of these models, we have to ask whether regulators 
have the acumen and skill to assess the surfeit of internal valuation models and to fi x 
their fl aws. The answer, regrettably, is no.

Other Regulatory Approaches to the OTC Market
If we do not have confi dence in Dodd-Frank’s capital and margin requirements as the 
failsafe for customized swaps, then what is to be done? Christopher Whalen, an 
experienced industry analyst, has called for the outright abolition of all OTC deriva-
tives unless they are based on cash instruments. Whalen advances that proposal 
because of his concerns about murky valuation. If adopted, Whalen’s proposal would 
result in the elimination of most CDS, private-label mortgage-backed securities, and 
CDOs.53

Law professor Roberta Karmel would not ban OTC swaps outright, but would 
restrict them to instruments that received advance governmental approval. Her 
proposal is not new. As she points out, before 2000, the Commodity Futures Trad-
ing Commission could not approve trading of credit default swaps on commodity 
exchanges “until these instruments were tested for their intrinsic merit and [it was] 
shown that they had an economic purpose and [were] not … contrary to the public 
interest.”54 Congress abolished that advance approval procedure in 2000. 

Although the advance approval proposal is intriguing, it would not work for cus-
tomized CDS. Customized swaps are inherently unique and time-sensitive. Imposing 
an advance testing system would function as a ban. 

We support an alternative, more modest path that takes a leaf from insurance law.55

In insurance law, insurance policies are only enforceable in court when the insured 
has an “insurable interest.” In other words, the insured must have a direct economic 
interest in the risk being insured to be able to collect payment. This rule prevents such 
situations as someone taking out life insurance on a stranger on the bet that the person 
will die.56

Speculation using CDS raises similar concerns. In a true hedging transaction, at 
least one of the parties to the deal has a direct economic interest in the asset or event 
being referenced. The party with the direct interest benefi ts from the trade by hedg-
ing that risk. In contrast, when neither trader has a direct interest in the reference, 
the trade is a zero-sum game. When someone buys a credit default swap on another 
company’s debt without having an ownership interest in that debt, the buyer is not 
allocating its own risk of loss. Instead, the swap creates new losses for whomever loses 
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the bet. The party to the other side of the trade will emerge the winner, but only 
by infl icting additional losses on its counterparty and on society. And if the loser 
becomes insolvent and cannot pay its swap obligation, a simple default can morph 
into contagion.57

The problem of speculation is not trifl ing. Consider that the total notional amount 
of CDS outstanding at year-end 2008 was $67 trillion, while the total market value of 
outstanding U.S. corporate bonds was just $15 trillion.58 The fact that the underlying 
bond market was less than one-fourth of the total notional amount of swaps is a strong 
indication that the majority of credit default swaps were used for speculation. 

For these reasons, we would limit the use of swaps to transactions where they 
strictly serve as hedges (in other words, where one or both of the parties to the trade 
has a direct economic interest in the asset being referenced). Prohibiting purely spec-
ulative CDS would help constrain systemic risk in two important respects. First, it 
would substantially reduce the total notional amount of swaps outstanding. Second, 
it would address systemic risk directly by eliminating transactions that increase losses 
throughout the system.

Despite its obvious fl aws, the Dodd-Frank Act represents a tremendous effort to 
tackle systemic risk in the future. The creation of federal receivership proceedings for 
insolvent fi nancial giants—with the associated ban on federal bailouts for failing fi rms 
outside receivership—are the legislation’s biggest achievement in curbing systemic 
risk. Assuming that those two provisions are honored in future years, the federal 
government’s “no bailout” slogan will gain a credibility it never had before. 

Dodd-Frank further advances the cause of systemic safety by anointing the Federal 
Reserve as systemic risk regulator, in tandem with two new agencies, the Financial 
Stability Oversight Council and the Offi ce of Financial Research. The new authority 
in the Fed and in the two new entities is breathtaking in scope and gives the Council 
and the Fed ample power to oversee the fi nancial system and systemically important 
fi rms. The biggest concern is whether the Council, which is by design clumsy and 
ridden with rivalries, will promptly put nonbank fi nancial fi rms that pose a systemic 
threat under Federal Reserve regulation. Past experience also gives rise to worries that 
the Council and the Fed will be overly cautious when ordering private fi rms to report 
data on systemic risk and instead will rely on fragmentary reports from other regu-
lators. Similarly, Dodd-Frank lacks any meaningful mechanism to prod the Fed into 
taking vigorous enforcement before a systemically important fi rm spirals into insol-
vency. In sum, Dodd-Frank may do a better job addressing what to do with insolvent 
fi nancial megafi rms than preventing those insolvencies in the fi rst place.

Dodd-Frank’s rules on swaps are the most problematic of all. To its credit, Dodd-
Frank subjects swaps to regulation, whereas they were exempt from oversight before. 
Within that convoluted regulatory scheme, however, a large percentage of the most 
dangerous swaps—customized swaps—evade centralized clearing, which is the most 
effective way of eliminating contagion from multilateral exposure. For swaps that 
escape centralized platforms, Dodd-Frank relies instead on minimum capital and 
margin requirements, licensing of market participants, and data reporting. Recent 
events do not give confi dence, however, in the effi cacy of those tools in cabining con-
tagious effects of OTC swaps trading.
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Ultimately, Dodd-Frank is a mixed bag, containing some failures and some suc-
cesses. Its effectiveness will hinge on whether regulators consistently exercise their 
newfound powers. As we have outlined in earlier chapters, regulators’ failure to 
exercise their authority brought us to the point of crisis. The robust exercise of that 
authority is one of the core challenges in fi nancial regulation and the one that is 
hardest to ensure.



 
Epilogue

As we fi nish this book in October 2010, two years have passed since Lehman Brothers 
fi led for bankruptcy. The confl agration that followed set off one of the world’s biggest 
fi nancial cataclysms. Worldwide, fi nancial institutions wrote down $3.4 trillion in 
assets.1 Here in the United States, millions of people lost their jobs and even more 
had wrecked pensions and underwater mortgages. 

After a drawn-out fi ght, the Obama administration attained a landmark achieve-
ment with the passage of the Dodd-Frank Act. With the law in place, it remains to be 
seen whether federal regulators will use their newfound powers to protect the fi nancial 
system and consumers or cater to the fi nancial industry.

MONEY TALKS

As we gaze into the crystal ball to gauge the success of fi nancial reform, one thing is 
certain: the lobbying might of banks. Wall Street and commercial banks made full use 
of their power to delay Dodd-Frank’s passage and secure concessions. The bill that 
emerged was littered with compromises that lobbyists and legislators on both sides of 
the aisle extracted along the way. 

In 2009 and 2010, the banking industry pelted members of the Senate Banking 
Committee with campaign contributions, with the senior members of the committee 
enjoying the biggest share of the bounty. Some of the committee’s members received 
campaign contributions from commercial banks that were ten times larger than the 
contributions that banks made to Congressman Barney Frank, chairman of the House 
Financial Services Committee, who pushed stricter banking reforms and vowed to 
protect consumers.2

The year 2009 similarly set a record for lobbying expenditures by banks. Faced 
with the threat of stringent regulation, commercial banks paid over $50 million to 
lobbyists to beat back legislative reforms. The American Bankers Association led the 
pack, spending almost $9 million on lobbying, followed by JPMorgan Chase ($6.1 
million) and Citigroup ($5.5 million). They were joined by a hit parade of other 
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commercial banks that had accepted billions of dollars in TARP bailouts from tax-
payers the year before.3 Then, in an early 2010 decision, the Supreme Court boosted 
lobbyists’ fi repower by ruling that corporations have a First Amendment right to pay 
for ads calling for a political candidate’s defeat.4 Within weeks, the New York Times 
reported that executives at JPMorgan Chase and other big banks were threatening to 
withhold campaign contributions from Democrats who supported strong fi nancial 
reforms.5 This lobbying was business as usual. Back in 2009, when the Senate was 
considering the bankruptcy cram-down legislation, lobbyists had descended on the 
Senate and convinced key Democrats to oppose the Obama administration’s proposal, 
at which point Senator Dick Durbin threw up his hands and charged that banks 
“own” the Senate.6

In the ensuing fi ght over fi nancial reform, the banking industry exerted infl uence in 
fi ghting off consumer protection measures. From the day the Obama administration 
proposed a new agency to protect consumers, the banking industry geared up for bat-
tle. The banks knew that they could not oppose consumer protection outright. Instead, 
they adopted a game plan of burying consumer protection authority within one of the 
federal banking regulatory agencies and then clipping its wings.

The industry’s war cry was “no independent consumer protection agency.” Banks 
exploited fears of even more fi nancial crises in the future by arguing that an indepen-
dent agency would jeopardize the safety of the banking system by imposing rules that 
would destroy profi tability. The argument was ludicrous, since federal banking regu-
lators had done a fi ne job all by themselves of capsizing the banking system during 
the housing bubble. Nevertheless, the Senate Banking Committee toed the industry 
line. By late November 2009, rumors started circulating that Senator Christopher 
Dodd, the chairman of the Senate Banking Committee, had struck a deal with Senate 
Republicans to nix an independent agency. 

The fi nal legislation was a compromise. The Consumer Financial Protection 
Bureau sits inside the Federal Reserve, but has an independent head appointed by the 
president with confi rmation by the Senate, and statutory safeguards against interfer-
ence by the Fed. In addition, the CFPB is fi nancially independent and will not have to 
rely on congressional appropriations for its budget.

At the same time, the Dodd-Frank Act, in some respects, keeps the new bureau 
on a short leash. It gives federal banking regulators the unprecedented right to appeal 
consumer protection rules issued by the bureau to the Financial Stability Oversight 
Council, made up in part of federal banking regulators. The Council can overturn 
any fi nal rule by the CFPB by a two-thirds vote, upon fi nding that the rule puts the 
safety and soundness of the U.S. fi nancial system at risk. Thus, although the CFPB has 
expansive powers, any federal banking regulator who is industry captive can challenge 
the bureau’s rules or water them down just by threatening to fi le an appeal.

A SECOND BITE AT THE APPLE

Senator Dodd and Congressman Frank scored a big win with passage of their name-
sake law, but another battle looms for which the industry has already begun preparing. 
Throughout the new law, Congress legislated in generalities, leaving it to federal reg-
ulators to fl esh out the details of fi nancial reform through regulations. By one law 
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fi rm’s count, Dodd-Frank calls for 243 separate rulemakings.7 Similarly, the law gives 
federal regulators the discretion to create exceptions to what otherwise appear to be 
hard-and-fast rules and to exempt companies and products from regulation. Examples 
of both of these maneuvers appear in the swaps provisions.

As a result, the fi nancial services industry will get another bite at the apple to 
weaken fi nancial reform during the rulemaking proceedings, and, if that fails, the 
industry will fi nd ways to fall within the law’s exemptions. Already fi nancial lobbyists 
are lining up and recruiting onetime government regulators to aid their cause. Since 
2009, close to 150 former fi nancial regulators have fi led forms to register as lobbyists.8

In all likelihood, the lobbying campaign will dwarf the one that culminated in the 
Dodd-Frank bill—and have far less visibility. 

MINDING THE MINDERS

Dodd-Frank’s legacy raises another, related question, which is whether the law ade-
quately addresses the danger of agency inaction of the sort that allowed subprime 
products to grow to crisis proportions. The legislation gives copious powers to federal 
regulators to adopt rules and institute enforcement. The question is whether they will 
use those powers effectively.

Agency capture and inaction are always a concern. The Federal Trade Commission 
had a vigorous enforcement record on mortgage abuses during the Clinton adminis-
tration but a lackluster record under George W. Bush. OCC and OTS preemption 
raised concerns about industry capture as well. Even in the absence of industry cap-
ture, every agency has periods of drift and inaction. Not every agency head will be a 
Ben Bernanke or Sheila Bair. 

If the credit crisis teaches us anything, it is that multiple avenues of oversight and 
enforcement—via other federal regulators, private citizens, and the states—are key 
to counteracting industry capture and lethargy. Designating someone to mind the 
minder gives government offi cials or affected citizens the power to act (or at least exert 
pressure) when the lead regulator fails to take action.

So how does the Dodd-Frank Act stack up in this regard? Its record is uneven. 
Kudos go to Congress for giving the Financial Stability Oversight Council the power 
to recommend stricter standards for fi nancial companies to the Federal Reserve Board 
and other federal fi nancial regulators. If regulators fail to adopt the stricter standards, 
they must within ninety days explain why they declined to do so.9 Dodd-Frank, 
however, falls short by not giving the Council backup authority to order enforcement 
actions to curb systemic risk if the Fed falls down on the job. .

When it comes to ensuring checks and balances in the area of consumer fi nancial 
protection rule-making, the act relies on states. By allowing states to adopt con-
sumer protection laws that exceed the federal fl oor, Dodd-Frank ameliorates the 
risks that could arise if the CFPB becomes lax. The law does not, however, entirely 
eliminate the possibility of OCC preemption of state laws for national banks and 
federal thrifts. 

The CFPB’s enforcement authority has explicit backup provisions. For large banks, 
with assets of $10 billion or more, the CFPB has primary authority and banks’ 
primary banking regulators serve as the backups. For nonbank lenders, enforcement 
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is by the CFPB and the FTC, depending on how the two agencies negotiate enforce-
ment. Our hope is that however the CFPB and the FTC allocate their authority both 
agencies will have enforcement powers, whether concurrent or as primary and back-
up enforcers. The story is different for smaller banks. There, Dodd-Frank vests sole 
enforcement power in the banks’ primary regulators but gives no backup authority to 
the bureau. 

Litigation by state attorneys general serves as a critical added check if the fed-
eral government fails to fulfi ll its consumer protection mandate. Under Dodd-Frank, 
state attorneys general can sue banks of all sizes for violations of CFPB regulations 
unless OCC preemption applies. The states have even broader authority over non-
bank lenders.10 In sum, the strength of checks and balances in the area of consumer 
fi nancial protection in Dodd-Frank depends in large part on the size and nature of 
the institutions. 

What’s missing from the bill is a private right of action against loan originators 
for engaging in unfair or deceptive acts and practices (UDAP) under federal law.11 By 
not allowing borrowers to bring claims for deceptive acts and practices—outside of 
the explicit prohibitions under Dodd-Frank and pre-existing federal laws--Congress 
bypassed an important opportunity to give consumers the role of backup enforcers.

MEANWHILE, BACK IN CLEVELAND

A lot rides on the success of Dodd-Frank’s fi nancial reforms. If reforms fail and exces-
sive risk-taking propels the country into fi nancial disaster again, Main Street will be 
the loser. As we near the end of 2010, over 7 million homeowners are delinquent on 
their mortgage loans or in foreclosure; fully one-quarter no longer have any equity in 
their homes.12 People are facing rising monthly payments on adjustable-rate mort-
gages and credit cards. The unemployment rate is stuck on “high”. Workers who spent 
years saving for their futures have seen their wealth go up in smoke as their property 
values have fallen and their retirement accounts have slumped. 

The fallout from the subprime crisis blanketed entire neighborhoods and com-
munities. Back in Cleveland, graffi tied buildings and weed-strewn lots litter the 
landscape. Once-proud homeowners watch rodents and drug dealers take over their 
neighborhoods. The city is trying its best to keep up, but it just can’t. Armed with 
plywood to board up empty homes and demolition equipment to take down those 
that can’t be saved, the city struggles to fi ght the devastation from abusive loans. 
Meanwhile, residents are fl eeing, driving down tax revenues and property values. 
Some blocks look like a neutron bomb hit. The grimmest statistic of all: by June 
2008, over 40 percent of bank-owned, foreclosed homes in the Cleveland area sold 
for $10,000 or less.13

No one knows the harm from reckless loans better than Jim Rokakis, the treasurer 
of Cuyahoga County, where Cleveland is located. Rokakis grew up in Cleveland with 
his six siblings and parents—immigrants from Greece—in a modest 1,350-square-
foot home. Rokakis, with degrees from Oberlin College and Cleveland-Marshall 
College of Law, could have gone anywhere, but he chose to stay in Cleveland and 
try to improve the city. He was a force in Cleveland’s revitalization in the 1990s and 
knew fi rsthand how fragile the city’s renaissance was. Later, when abusive lending 
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threatened to undo the strides that Cleveland had made, Rokakis did everything he 
could to get the attention of the Federal Reserve, the state capitol in Columbus, and 
Washington, D.C., but he was rebuffed at every turn.14

Rokakis wasn’t alone. Harold Jackson, a city council member and later mayor of 
Cleveland, worked to pass an antipredatory lending ordinance in 2002. Eventually, 
though, the courts struck down the ordinance after the fi nancial services industry 
brought a legal attack.15 More recently, Cleveland sued Wall Street fi rms, seeking 
damages for the harm they caused the city by fi nancing loans that residents could not 
afford. As we write, the federal appellate court has rejected the city’s claims. A parallel 
case is still pending in state court.

Cleveland’s story is not unique. It was one of the fi rst regions to show signs of 
stress from abusive lending, but its story has been repeated many times since. Two 
foreclosures in particular epitomize the link between Cleveland and other, far-off 
towns. In Cleveland, Jim Rokakis’s childhood home went into foreclosure and sold for 
$15,250.16 Hundreds of miles away in Dillon, South Carolina, the same fate befell the 
home where Federal Reserve chairman Ben Bernanke grew up.17

The avarice of lenders and Wall Street reversed the efforts of cities like Cleveland 
to revitalize their communities. Aided by bank regulators, those fi nanciers pushed 
communities across the country to the breaking point. We cannot afford to let this 
happen again. Local offi cials and individuals simply do not have the power to safe-
guard themselves alone. The federal government must make sure that what’s good for 
Wall Street is good for Main Street too. 
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